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BEFOEE  THE 


INTERSTATE  COMMERCE  COMMISSION. 


IN  THE  MATTER  OF  FINAL  VALUE,  GENERAL^ 
PRINCIPLES  AND  ELEMENTS  TO  BE  CON¬ 
SIDERED  IN  VALUATION  OF  RAILROAD 
PROPERTY. 


Valuation  Dockets 

Nos.  1,  2,  4,  5 
and  6. 


BRIEF  AND  ARGUMENT  ON  BEHALF  OF  THE  PUBLIC 
UTILITIES  COMMISSION  OF  ILLINOIS.  ^ 


*In  compliance  with  the  order  of  the  Interstate  Com¬ 
merce  Commission  (hereinafter  referred  to  as  the  Com¬ 
mission)  entered  October  18,  1919,  this  Brief  and 
Argument  is  submitted,  on  behalf  of  the  Illinois  Public 
Utilities  Commission,  upon  the  question  of  the  final  value 
which  the  Commission  should  find  and  report  in  each  of 
the  valuation  proceedings,  now  pending  under  Valuation 
Dockets  Nos.  1,  2,  4,  5,  and  6,  and  as  to  the  elements  to  be 
considered  and  the  weight  to  be  attributed  thereto  in  find¬ 
ing  such  final  value  in  any  case.  Since  the  facts  in  each 
of  such  proceedings  have  been  fully  discussed  in  the  sev¬ 
eral  briefs  heretofore  filed  herein,  we  believe  it  advisable 
to  confine  ourselves  to  a  general  discussion  of  the  prin¬ 
ciples  and  elements  involved  in  a  proceeding  of  this 
character  and  a  reply  to  the  main  contentions  raised  by 
the  carriers. 


^Italics  used  throughout  this  brief  are  ours. 
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I. 

THE  SCOPE  OF  THIS  PROCEEDING. 

There  is  a  great  divergence  of  opinion  concerning  the 
weight  to  be  attributed  to  the  various  elements  of  value 
due  primarily  to  (1)  the  complex  economic  and  social 
problems  involved  and  (2)  the  fact  that  judicial  interpre¬ 
tation  of  the  subject  has  thus  far  failed  to  clearly  indi¬ 
cate  the  particular  weight  to  be  assigned  to  any  one  of 
such  factors. 

Many  elements  which  must  of  necessity  enter  into  the 
question  of  the  valuation  of  large  railroad  systems  are 
entirely  lacking  in  the  case  of  smaller  or  newer  rail¬ 
roads  such  as  those  now  under  consideration.  We  there¬ 
fore  assume  that  it  is  not  the  present  purpose  of  the  Com¬ 
mission  to  lay  down  a  fixed  rule  by  which  carrier  valua¬ 
tions  may  be  determined  generally. 

We  respectfully  submit  that  before  any  such  rule  is 
determined  (if  such  a  thing  is  possible),  fairness  to  both 
the  public  and  the  railroads  would  seem  to  require  that 
the  Commission’s  conclusions  as  to  the  weight  to  be  given 
the  several  factors  and  standards  of  valuation  must  be 
deduced  from  principles  ajfecting  all  railroads,  which 
cannot  be  fairly  ascertained  until  the  Commission  has 
had  occasion  to  consider  the  large  railway  systems  and 
the  life  histories  of  the  various  types  of  railroads. 

1.  The  Commission  should  not  find  a  final  or  ultimate 
value  of  a  railroad  property  as  a  unit. 

It  is  urged  by  the  carriers  that  the  Valuation  Act  of 
March  1,  1913,  contemplates  that  an  aggregate  or  ulti¬ 
mate  single  sum  should  be  found  as  the  value  of  the  rail¬ 
road  property  as  a  unit.  While  we  are  aware  that  this 
Commission  has  announced  that  it  will  proceed  to  a  find- 
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ing  of  such  single  value,  we  beg  the  indulgence  of  the 
Conunission  in  here  again  presenting  our  views  on  this 
matter,  hoping  that  it  may  be  induced  to  change  its  rul¬ 
ing. 

Nowhere  in  the  Valuation  Act,  except  in  the  seventh 
paragraph,  can  there  be  found  any  requirement 
concerning  the  valuation  of  railroad  property  as  a  whole. 
The  other  provisions,  touching  the  question  of  valuations 
to  be  made  by  the  Commission,  relate  solely  to  those 
made  under  the  headings  of  the  three  cost  values,  other 
elements  of  value,  all  property  owned  and  used,  prop¬ 
erty  held  for  purposes  other  than  a  common  carrier, 
value  of  aids,  gifts,  grants  of  lands  and  rights  of  way, 
and  donations  and  other  classifications. 

The  seventh  paragraph  contains  the  following: 

Except  as  herein  otherwise  provided ^  the  Com¬ 
mission  shall  have  the  power  to  prescribe  the  method 
of  procedure  to  be  followed  in  the  conduct  of  the  in¬ 
vestigation,  the  form  in  which  the  results  of  the  valu¬ 
ation  shall  be  submitted,  and  the  classification  of  the 
elements  that  constitute  the  ascertained  value,  and 
such  investigation  shall  show  the  value  of  the  prop¬ 
erty  of  every  common  carrier  as  a  whole  and  sep¬ 
arately  the  value  of  its  property  in  each  of  the  sev¬ 
eral  States  and  Territories  and  the  District  of 
Columbia,  classified  and  in  detail  as  herein  re¬ 
quired.^  ^ 

It  is  our  contention  that  the  plain  language  of  the 
quoted  provision  and  other  provisions  of  the  act  con¬ 
template,  not  as  counsel  for  the  carriers  would  have  this 
Commission  believe,  an  aggregate  value  of  the  railroad 
property  as  a  unit,  but  the  valuation  of  the  entire  rail¬ 
road  property  under  the  various  headings  and  classifica¬ 
tions  as  provided  by  the  act,  or,  in  other  words,  the  Act 
requires  the  Commission  to  assemble  and  report  under 
the  three  cost  headings  and  classifications  facts  from 


4 


which  an  aggregate  or  single  valne  may  be  deduced  in 
any  future  proceeding  in  which  such  facts  may  become 
relevant.  It  is  further  submitted  that  the  value  of  the 
equipment  used  in  interstate  and  intrastate  commerce 
should  be  segregated,  that  this  Commission  should  make 
a  finding  of  the  proportion  of  such  equipment  value  used 
in  both  interstate  and  intrastate  conunerce  and  that  such 
classification  should  also  show  the  proportion  of  equip¬ 
ment  value  used  in  each  of  the  several  States  and  the 
District  of  Columbia.  If  this  is  not  done,  we  believe  the 
Commission  would  fail  to  fulfill  one  of  its  functions  in¬ 
tended  by  the  Congress — to  make  findings  which  would 
also  serve  as  a  useful  source  of  information  to  the  Public 
Utility  Commissions  of  the  States  and  District  of  Colum¬ 
bia  in  determining  value  for  the  purpose  of  fixing  intra¬ 
state  rates. 

2.  It  was  only  the  intention  and  purpose  of  the  Con¬ 
gress  that  the  Commission  should  make  a  finding  of  facts 
prima  facie  evidence  from  which  value  may  be  deter¬ 
mined. 

Section  19a  of  the  Valuation  Act  requires  that  ‘‘the 
Commission  shall,  as  hereinafter  provided,  investigate, 
ascertain  and  report  the  value  of  all  the  property  o^vned 
and  used  by  every  common  carrier  subject  to  the  pro¬ 
visions  of  this  Act.’^ 

That  it  was  the  Congressional  intention  that  the  Com¬ 
mission  should  make  a  finding  of  facts  only  pi'ima  facie 
evidence  from  which  value  may  be  determined  in  judicial 
proceedings  and  in  hearings  before  the  Commission 
itself,  is  further  shown  by  the  provision  that  “all  final 
valuations  by  the  Commission  and  the  classification 
thereof  shall  be  published  and  shall  he  prima  facie  evi¬ 
dence  of  the  value  of  the  property  in  all  proceedings 
under  the  Act  to  regidate  commerce  as  of  the  date  of  the 
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fixing  thereof ^  and  in  all  judicial  proceedings  for  the 
enforcement  of  the  Act  *  *  *  commoyily  known  as  Ahe 
Act  to  regulate  commerce’  *  *  *  judicial 

proceedings  brought  to  enjoin^  set  aside,  annul,  or  sus¬ 
pend  in  whole  or  in  part,  any  order  of  the  Interstate 
Commerce  Commission.” 

The  report  of  the  Commission  also  furnishes  the  Con¬ 
gress  with  complete  information  in  the  form  of  classified 
facts  of  valuation,  a  basis  from  which  Congress  itself 
can  exercise  its  unquestioned  power  and  authority  in 
fixing  railroad  rates. 

The  functions  of  the  Commission,  therefore,  in  ascer¬ 
taining,  classifying  and  reporting  such  facts  are  of  a 
character  purely  administrative  and  ministerial.  For  the 
Commission  to  determine  an  aggregate  or  single  value  of 
railroad  property  for  all  purposes  would  be  to  exceed 
the  power  conferred  by  the  plain  meaning  and  inten¬ 
tion  of  the  Act.  The  Commission  has,  however,  in  a 
hearing  which  has  for  its  purpose  the  fixing  of  reason¬ 
able  rates  full  authority  to  deduce  from  such  classified 
facts  a  value  for  rate-making  purposes. 

We  do  not  believe  that  the  Congress  intended  that  the 
Commission  should  make  findings  in  great  detail  under 
the  various  headings  and  classifications  or  that  findings 
would  necessarily  be  binding  upon  the  Commission  in 
any  future  proceeding  for  the  reason  that  they  are  only 
prima  facie  evidence  from  which  a  value  is  to  be  deduced 
for  rate-making  purposes. 

3.  Valuation  cannot  be  the  same  for  all  purposes. 

The  carriers  have  taken  the  position  that  in  passing 
the  Valuation  Act,  the  Congress  had  in  mind  several  pur¬ 
poses  of  valuation  and  that  the  value  to  be  found  by  this 
Commission  should  be  the  same  for  all  purposes.  Such 
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contentions  attribute  to  the  term  ‘  ^  value  a  meaning 
wholly  unwarranted  by  judicial  and  economic  interpreta¬ 
tion  and  contrary  to  Congressional  intention. 

a.  The  term  ‘  ‘  value  has  different  meanings  and  is 

DEPENDENT  UPON  THE  PURPOSE  FOR  WHICH  THE  VALUA¬ 
TION  IS  TO  BE  MADE. 

Value  cannot,  on  any  logical  basis,  have  the  fixed  char¬ 
acter  claimed  by  the  carriers  and  is  not,  as  stated  by 
the  Director  of  Valuation  in  describing  Mr.  Pierce  But¬ 
ler  ^s  assertion  on  behalf  of  the  carriers,  a  thing  immut¬ 
able,  which,  when  once  discovered  by  some  occidt  process 
which  he  himself  camiot  clearly  define,  applies  at  all 
times  and  for  all  purposes/^  The  great  weight  of  judi¬ 
cial  and  economic  authority  is  to  the  effect  that  the  term 
value’’  has  not  one  but  several  different  meanings 
which  depend  upon  the  purpose  for  which  the  valuation 
is  made. 

It  is  generally  recognized  that  the  four  primary  pur¬ 
poses  for  which  official  valuations  of  public  utilities  are 
made  are:  (1)  Rate-making,  (2)  Purchase  and  Sale,  (3) 
Taxation  and  (4)  Accounting  and  Capitalization.  Mr. 
Whitten  in  his  work  on  Valuation  of  Public  Service 
Corporations  says  (Vol.  I,  pp.  3-4) : 

fundamental  question  is  whether  the  identical 
valuation  can  serve  for  all  of  the  four  general  pur¬ 
poses  for  which  public  valuations  are  made.  Is  val¬ 
uation  the  same  regardless  of  the  purpose  or  is 
valuation  meaningless  unless  used  with  reference 
to  some  specific  purpose?  Upon  the  answer  to  this 
question  depends  the  use  that  can  be  made  of  prece¬ 
dents  concerning  the  rules  and  elements  of  valuation 
as  laid  down  by  courts  and  commissions.  As  a 
matter  of  fact  the  courts  and  commissions  in  their 
opinions  often  recognize  that  valuation  or  specific 
elements  of  valuation  may  vary  with  the  purpose. 
The  best  considered  decisions  are  undoubtedly  those 
in  which  the  problem  of  valuation  has  been  worked 
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out  solely  with  reference  to  what  was  just  and  rea¬ 
sonable,  with  reference  to  the  specific  purpose  for 
which  the  valuation  was  made/^ 

Commissioner  Thelen  of  the  California  Commission,  in 
delivering  the  opinion  of  the  Commission  in  the  matter 
of  ascertaining  the  value  of  The  Stockton  Terminal  & 
Eastern  E.  Co.  within  the  State  of  California,  19  A.  T.  & 
T.  Co.  Com.,  L.  208,  April  30,  1913,  said  (pp.  211-212) : 

^  ‘  In  making  findings  in  this  case,  I  shall  not  make 
a  general  finding  as  to  the  value  of  the  property  of 
this  railroad.  Value  is  an  elusive  term,  and  what 
may  properly  he  a  value  for  one  purpose  may  he 
entirely  improper  as  a  value  for  another  purpose.  I 
shall  rather  find  specific  facts  bearing  on  the  ques¬ 
tion  of  value,  as  shown  by  the  evidence  in  this  case, 
leaving  it  to  the  future  to  use  these  facts,  or  such 
thereof  as  may  he  material  in  any  proceeding  in 
which  these  facts  may  become  relevant.  *  *  *  i 

shall  content  myself  with  finding  the  facts  with  ref¬ 
erence  to  the  different  elements  which,  properly  or 
improperly,  have  from  time  to  time  been  considered 
by  the  courts  in  cases  in  which  the  value  of  the  prop¬ 
erty  of  a  railroad  company  has  been  material.’’ 

It  is  to  be  noted  that  Section  70  of  the  California  Pub¬ 
lic  Utilities  Act  also  makes  the  findings  of  the  commis¬ 
sion  evidence  in  any  future  public  proceeding,  and  that 
the  California  Commission,  in  making, a  valuation  of  the 
railroad  property  within  the  state  refused  to  find  an 
aggregate  or  single  value. 

The  National  Association  of  Railway  Commissioners, 
Proceedings  of  the  23rd  Annual  Convention,  October, 
1911,  came  to  the  same  conclusion  and  their  report  con¬ 
tains  the  following  (p.  145) : 

<<  Prior  discussions  of  valuation,  both  within  and 
outside  of  this  state,  have  usually  maintained  that 
valuation  should  be  the  same  regardless  of  purpose. 
How,  for  example,  can  a  State  Commission  recognize 
four  different  kinds  of  value  and  make  one  valua- 
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tion  for  municipal  purchase,  another  for  taxation, 
another  for  rate-making,  and  another  for  capitaliza¬ 
tion?  To  do  so  seems  at  first  thought  inconsistent. 
On  the  other  hand,  a  little  consideration  \vill  show 
that  value  is  meaningless  unless  made  with  reference 
to  some  particular  object.  *  ^  *  Jn  order  to 

determine  what  is  fair  value  for  any  specific  pur¬ 
pose  it  is  necessary  to  think  it  out  with  reference  to 
this  purpose  only,  and  when  we  discuss  the  theory 
and  elements  of  valuation,  it  seems  necessary  that 
we  should  have  in  mind  a  specific  purpose  that  the 
valuation  is  to  serve.^’ 


b.  DISTINCTIONS  BETWEEN  VALUATIONS  FOE  BATE,  PUECHASE, 
TAXATION  AND  CAPITALIZATION  PUEPOSES. 

Ill  Willcox  V.  Consolidated  Gas  Co.,  212  U.  S.  19,  the 
company  contended  that  the  tax  value  of  special  fran¬ 
chises  should  control  their  value  for  rate  purposes,  and 
the  court,  in  disposing  of  this  claim,  said : 

‘‘The  fact  that  the  State  has  taxed  the  company 
upon  its  franchise  at  a  greater  value  than  is  awarded 
them  here,  is  not  material.  Those  taxes,  even  if 
founded  upon  an  erroneous  valuation,  were  properly 
treated  by  the  company  as  part  of  its  operating 
expenses  *  *  *  ^nd  if  such  latter  sums  were  not 

sufficient  to  permit  the  proper  return  on  the  prop¬ 
erty  used  by  the  company  for  the  public,  then  the 
rate  would  be  inadequate.  The  future  assessment 
of  the  value  of  the  franchises,  it  is  presumed,  vfill 
be  much  lessened  if  it  is  seen  that  the  great  profits 
upon  which  that  value  was  based  are  largely  re¬ 
duced  by  legislative  action.’’ 

A  somewhat  similar  situation  arose  in  Northwest  Light 
S  Water  Co.  v.  Alexc^nder,  160  Pac.  1106,  where  the  util¬ 
ity  was  taxed  at  a  higher  valuation  than  that  found  for 
rate-making  purposes.  The  Consolidated  Gas  Case  was 
cited  with  approval,  and,  in  sustaining  the  assessed 
valuation,  the  court  said : 

^^It  may  be  that  we  may  at  some  future  time  reach 
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a  condition  where  a  single  valuation  of  public  service 
property  could  he  made  to  answer  all  governmental 
purposes.  We  have  not  yet  reached  that  condition.^^ 

In  the  Missouri  Rate  Case,  230  U.  S.  474,  the  Supreme 
Court  of  the  United  States  held  that  an  assessed  valua¬ 
tion  for  taxation  purposes  was  not  necessarily  evidence 
of  value  for  rate-making  purposes  and  Mr.  Justice 
Hughes,  in  delivering  the  opinion  of  the  court,  said  (pp. 
497-502) : 

‘^The  findings  of  value  made  by  the  court  below, 
in  the  case  of  the  seven  of  the  nine  companies,  were 
the  same  as  the  valuations  placed  respectively  upon 
the  properties  by  the  state  assessing  board,  for  the 
purpose  of  taxation,  multiplied  by  three.  The  multi¬ 
plication  was  made  because  the  assessments  were  on 
the  basis  of  one-third  of  the  value  in  the  judgment 
of  the  state  board.  *  *  *  None  of  the  members 

of  the  state  assessing  board  was  examined.  There 
is  no  satisfactory  proof  of  the  grounds  of  their  judg¬ 
ment.  Nor  was  it  shown  that  these  valuations,  made 
by  them  for  the  purposes  of  taxation,  were  upon  a 
basis  which  could  properly  be  taken  in  determining 
the  fair  value,  where  the  sufficiency  of  prescribed 
rates  is  involved  and  the  issue  is  one  of  confiscation. 
*  *  *  It  cannot  be  regarded  as  sufficient  to  intro¬ 

duce  assessments,  or  valuations,  made  for  the  pur¬ 
pose  of  taxation. 

The  immutable  character  attributed  to  ‘Walue’^  by  the 
carriers  has  been  denied  by  the  Supreme  Court  of  the 
United  States.  Mr.  Justice  Harlan,  in  Smyth  v.  Ames, 
169  U.  S.  466,  said : 

‘‘Value  is  a  shifting,  variable  thing,  depending 
upon  many  factors — the  money  markets,  shifting 
populations,  demand,  competition,  politics,  weather 
conditions,  taxes — the  varied  opinions  of  men  and 
the  rates  themselves  all  have  to  do  with  the  rise  and 
fall  of  values.  To  say  that  rates  are  to  he  based  upon 
the  value  of  the  property,  using  the  term  in  its  usual 
and  ordinary  sense,  is  to  say  that  rates  shall  he 
based  upon  one  premise  today,  and  another  tomor- 
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row.  So,  we  must  conclude  that  when  the  courts 
said  that  rates  were  to  be  based  upon  ‘fair  value,’ 
they  could  not  have  meant  to  use  the  word  ‘value’  in 
the  sense  in  which  the  word  is  ordinarily  used  and 
understood.” 

So  also  in  the  recent  case  of  Be  Potomac  Electric 
Power  Co.,  P.  U.  R.  1917D  563  (pp.  696-697),  the  Com¬ 
mission  of  the  District  of  Columbia,  citing  Smyth  v. 
Ames  (as  quoted,  supra)  with  approval,  held  that  the 
words  “fair  value,”  as  used  in  a  valuation  for  rate¬ 
making  purposes,  must  be  entirely  disassociated  from  the 
commercial  meaning  of  the  term  “value,”  and  must  be 
held  to  mean  that  just  and  equitable  amount  ivhich,  under 
all  the  circumstances  of  the  case,  constitutes  the  basis 
upon  which  the  fair  return  allowed  to  the  utility  may  be 
justly  computed. 

In  the  case  of  Be  Stark  Power  Co.  et  al.,  P.  U.  R.  1918A 
224,  the  Illinois  Commission  held  that  the  value  of  a 
utility’s  plant  determined  for  purchase  and  sale  may 
differ  in  amount  from  the  value  determined  for  rate- 
making  purposes,  saying  (p.  231) : 

“A  conclusion  naturally  reached  is  that  the  term 
‘value,’  if  used  by  itself  without  a  notification  as  to 
its  application,  is  well-nigh  impossible  of  specific 
interpretation.  In  passing  upon  issues  such  as  are 
raised  in  the  present  proceeding,  and  after  deter¬ 
mining  upon  a  fair  value  for  purchase  and  sale,  we 
meet  other  problems  which  must  be  solved  before 
entering  an  order  disposing  of  the  issues.” 

To  the  same  effect  is  Be  Merchants  Heat  d  Light  Co. 
et  al.,  P.  U.  R.  1918D  808,  in  which  the  Indiana  Commis¬ 
sion  held  that  the  value  determined  by  the  Commission 
for  sale  or  security-issue  purposes  was  not  binding  upon 
it  in  a  rate  proceeding. 

In  Public  Service  Gas  Co.  v.  C ommissioner^,  87  Atl. 
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651,  in  distinguishing  between  valuation  for  rate  and 
purchase  purposes,  the  Commission  said  (p.  658) : 

‘  ‘  The  two  bases  of  valuation  may  properly  he  dif¬ 
ferent,  since  upon  a  sale  or  condemnation  the  proba¬ 
bility  of  an  assured  income  and  a  continuance  of 
the  existing  rates  enters  into  and  affects  the  ex¬ 
change  value;  while  in  the  case  of  a  valuation  for 
the  purpose  of  fixing  a  rate,  the  question  is  what 
valuation  and  rate  will  tempt  the  investment  of  capi¬ 
tal,  and  to  what  extent  existing  rates  may  with  jus¬ 
tice  be  lowered.’^ 

In  McGregor-Noe  v.  Springfield  Gas  &  Electric  Co., 
-1  Mo.  P.  S.  C.  Rep.  468,  the  Missouri  Commission  said 
(p.  522) : 

^^We  think  that  the  fundamental  error  which 
courts  and  commissions  have  fallen  into  in  rate  deci¬ 
sions  is  in  not  making  a  distinction  between  a  valua¬ 
tion  in  a  sale  or  condemnation  case,  which  fixes  what 
is  known  as  an  exchange  value,  and  a  valuation  for 
rate-making  purposes.  For  instance,  the  franchise 
granted  defendant  electric  company  is  doubtless  of 
great  value  to  it  and  would  be  so  considered  in  a 
sale  or  condemnation  case  in  determining  the  ex¬ 
change  value  and  also  for  taxation  purposes  under 
our  statute,  hut  such  value  cannot  he  considered  in 
a  rate  case.^^ 

The  following  distinctions  are  made  between  capital¬ 
ization  or  accounting  value  and  rate  and  purchase  value 
by  Mr.  Whitten  (Valuation  of  Public  Service  Corpora¬ 
tions,  Vol.  I,  pp.  16-17) : 

^‘Correct  accounting  principles  aim  to  show  the 
actual  cost  of  the  enterprise.  Conservative  prin¬ 
ciples  of  capitalization  would  keep  capitalization 
close  to  the  actual  cost.  *  *  *  However,  the 

fundamental  distinction  for  present  purposes  be¬ 
tween  accounting  and  capitalization  and  valuation 
for  rate  purposes  and  for  public  purchase  is  that 
the  rules  as  to  accounting  and  capitalization  are  sub¬ 
ject  entirely  to  the  control  of  the  various  commis¬ 
sions  and  legislatures.  They  involve  no  constitu- 
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tional  rights.  The  basis  of  valuation  for  rate  pur¬ 
poses  and  public  purchase  on  the  other  hand  will 
necessarily  be  fixed  by  the  Supreme  Court  of  the 
United  States. 

4.  The  present  purpose  of  this  hearing  is  to  ascertain 
what  elements  of  value  should  be  considered  and  the 
weight  to  be  attributed  to  each  as  a  basis  for  determining 
reasonable  rates. 

Since  no  value  can  properly  be  found  by  this  Commis¬ 
sion  for  all  purposes,  the  question  arises  what  is  the 
present  purpose  of  this  hearing?  This  question  naturally 
must  be  largely  determined  by  the  primary  purpose  the 
Congress  had  in  mind  in  the  passage  of  the  Valuation 
Act. 

While  it  is  conceded  that  the  findings  made  by  this 
Commission  under  the  several  classifications  are  a  source 
of  useful  information  which  might  aid  in  determining 
value  for  several  purposes,  we  nevertheless  submit  that 
the  report  of  the  Senate  committee  and  the  debates  in 
Congress,  preceding  the  passage  of  the  act,  show  beyond 
all  question  that  such  findings  by  this  Commission  should 
be  used  primarily  as  a  basis  from  which  value  may  he 
deduced  for  the  purpose  of  determining  reasonable  rates. 

That  this  is  the  true  purpose  of  the  Act  is  quite  evi¬ 
dent  from  the  report  of  the  Senate  committee  presented 
to  the  Senate  February  20,  1913,  by  Senator  La  Follette 
(Senate  Report  No.  1290,  62nd  Congress,  3rd  Session), 
in  which  it  was  stated  that  the  reason  for  suggesting 
amendment  to  the  House  bill  was : 

‘‘To  enable  the  commission  to  secure  every  ele¬ 
ment  of  the  value  of  the  property  of  the  common 
carriers,  so  classified  and  analyzed  as  to  enable  the 
commission  and  the  courts  to  determine  the  fair 
value  of  such  property  for  rate-making  purposes.^ ^ 
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The  report  also  contains  the  following  explanation  of 
the  reasons  which  influenced  the  committee  in  providing 
for  the  ascertainment  of  the  four  elements  of  value  (pp. 
5-8): 

‘^The  courts  from  the  first  have  used  various 
terms  descriptive  of  the  values  and  elements  of  value 
to  be  determined  as  a  basis  for  ascertaining  the  fair 
value  of  railway  property.  Some  of  these  terms 
they  have  altogether  rejected.  Others  have  come  to 
have  an  accepted  meaning  and  significance  by  com¬ 
missions  and  courts  and  are  recognized  as  covering 
all  the  elements  of  value  attaching  to  the  property 
of  common  carriers  for  rate-mahing  purposes.  When 
these  values  are  once  ascertained,  each  aids  in  cor¬ 
recting  the  other,  and  is  given  such  weight  as  it  is 
entitled  to  in  enabling  the  commission  and  the  court 
to  arrive  at  the  fair  value  of  the  property  of  the  car¬ 
rier  used  for  its  purposes  as  a  common  carrier. 
These  terms  accepted  by  recognized  authority  are: 
(1)  The  original  cost  to  date;  (2)  cost  of  reproduc¬ 
tion  new  (3)  cost  of  reproduction  less  depreciation; 
(4)  other  values  and  elements  of  value — that  is,  in¬ 
tangible  values.’^ 

Not  only  were  the  debates  in  Congress  confined  almost 
entirely  to  the  discussion  of  the  intention  of  the  Act  as 
being  chiefly  to  ascertain  every  element  of  value  analyzed 
and  classified  in  order  to  fix  reasonable  rates,  but  the 
reason  for  amending  the  original  Act  to  regulate  com¬ 
merce  was  that  the  old  Act  made  no  adequate  provision 
for  determining  value  for  that  purpose. 

At  the  time  the  committee  presented  its  report  to  the 
Senate,  Senator  LaFollette  said  (49  Cong.  Rec.,  p.  3796) : 

‘‘The  enactment  of  the  law  in  1887  was  the  cul¬ 
mination  of  a  long  struggle  extending  over  a  period 
of  nearly  fourteen  years.  The  contest  from  the  be¬ 
ginning  was  a  contest  for  reasonable  rates. 

“The  public  was  beguiled  into  the  belief  that  the 
Act  of  1887  would  insure  reasonable  rates.  While  it 
declared  reasonable  rates  to  be  the  only  rates  which 
a  railroad  company  could  lawfully  charge,  it  pro- 
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vided  no  means  whatever  nnder  which  the  Com¬ 
mission  created  by  the  act  conld,  in  the  public  in¬ 
terest,  ascertain  the  value  of  the  property  used  by 
the  railroads  in  carrying  the  commerce  of  the  coun¬ 
try.  Without  such  valuation  the  Commission  were 
powerless  to  ascertain  whether  a  rate  was  reasonable 
per  se.  All  that  it  could  do  in  any  case  was  to  com¬ 
pare  the  rate  challenged  with  some  existing  rate 
maintained  for  a  similar  service.  Hence  the  best 
that  can  be  said  for  the  enforcement  of  the  law  is 
that  it  has  tended  toward  the  equalization  of  rates. 
But  it  is  clear  that  there  may  be  a  wide  difference 
between  reasonable  rates  and  equal  rates. 

^Hn  the  general  revision  of  the  Interstate  Com¬ 
merce  Act  in  1906,  Congress  refused  to  provide  for 
the  valuation  of  railway  property.  In  1910,  Avhen  the 
third  and  last  general  revision  of  the  Interstate  Com¬ 
merce  Law  occurred,  the  Congress  again  rejected  a 
provision  for  the  valuation  of  railway  property. 

‘‘The  Act  to  regulate  commerce,  therefore,  stands 
today  wholly  lacking  in  any  provision  for  this  vitally 
important  requirement. 

“No  intelligent  man  needs  the  finding  of  courts  or 
the  recommendation  of  experts  to  inform  him,  be¬ 
fore  purchasing  a  business,  of  the  imperative  neces¬ 
sity  of  ascertaining  the  fair  value  of  the  property 
used  in  the  business,  the  cost  of  operation,  and  the 
expense  of  maintaining  the  plant  or  property.  But 
Congress,  professing  to  provide  for  the  enforcement 
of  reasonable  transportation  rates,  wilfully  disre¬ 
garded  the  plain  declarations  of  the  Supreme  Court 
and  the  repeated  recommendations  of  the  Interstate 
Commerce  Commission  and  refused  to  provide  for 
railway  valuation,  the  only  means  by  which  reason¬ 
able  rates  might  he  ascertained.^^ 

Speaking  of  the  purpose  of  the  proposed  amendment, 
especially  the  five  numbered  paragraphs  of  Section  19a, 
the  Senator  further  said  (49  Cong.  Eec.,  p.  3796) : 

*  *  it  (the  Valuation  Act)  does  direct  the 

Interstate  Commerce  Commission  to  ascertain  every 
element  of  value  which,  under  the  decisions  of  the 
courts — the  courts  are  in  a  transitory  period — is  now 
being  considered  as  properly  included  in  ascertain- 
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ing  the  fair  value  of  the  property  as  a  whole  in  fixing 
reasonable  rates, 

As  we  have  pointed  out  supra  (subheading  2)  the  Con¬ 
gress  provided  that  the  findings  of  the  Commission,  un¬ 
der  the  respective  headings  of  elements  of  valuation  and 
classifications,  should  be  prima  facie  evidence  in  subse¬ 
quent  proceedings  (1)  before  the  Commission,  (2)  in 
judicial  proceedings  to  enforce  the  act,  (3)  ‘4n  judicial 
proceedings  to  enjoin,  set  aside,  annul  or  suspend  in 
whole  or  in  part,  any  order  of  the  Interstate  Commerce 
Commission/^  It  is  quite  material  to  inquire  as  to  what 
would  be  the  character  of  proceedings  to  enforce  the  act 
and  those  attacking  an  order  of  this  Commission.  It  is 
clear  that  such  proceedings  would  not  be  for  the  purpose 
of  taxation,  capitalization  or  purchase  and  sale.  The 
only  remaining  conclusion  that  can  be  drawn,  therefore, 
is  that  this  section  relates  only  to  rate-making  purposes. 

We,  therefore,  most  emphatically  contend  that  the 
Commission,  in  determining  the  totals  of  the  several  cost 
elements  and  other  elements  of  value  which  are  to  be  con¬ 
sidered,  as  a  valuation  basis,  must  be  bound  by  the  clear 
intent  of  the  Act. 


II. 

ORIGINAL  COST  TO  DATE. 

The  carriers,  as  shown  by  their  protests  and  their  posi¬ 
tion  taken  in  former  proceedings,  would  have  this  Com¬ 
mission  ignore  the  mandatory  provision  of  the  Valuation 
Act  requiring  a  report  of  original  cost  to  date,  or  make 
the  reporting  of  this  important  factor  optional  because 
of  difficulty  of  ascertainment,  or  have  it  reported  in  a 
perfunctory  manner,  and  given  but  little  weight  in  the 
finding  of  the  present  value  of  railroad  property.  This 
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contention  is  further  reflected  in  their  claim  that  repro¬ 
duction  cost  is  of  controlling  importance  in  a  proceeding 
of  this  character. 

1.  Construction  of  the  Valuation  Act. 

Before  the  passage  of  the  Act  it  was  recognized  that 
if  the  finding  of  original  cost  to  date  were  made  manda¬ 
tory  and  given  due  weight  it  would  have  a  tendency  to 
decrease  the  value  placed  upon  the  property  by  the  car¬ 
riers. 

To  the  end  that  such  a  result  might,  if  possible,  be 
avoided,  Mr.  Frank  Trumbull,  director  of  the  Union  Pa¬ 
cific  and  other  railroad  companies,  appeared  before  the 
Senate  Committee  and  suggested  that  the  words  ‘^Orig¬ 
inal  Cost  to  Date^^  be  stricken  from  the  bill  in  its  present 
form  and  a  provision  inserted  in  lieu  thereof  empower¬ 
ing  the  Commission  to,  “when  deemed/  pertinent,  ascer¬ 
tain  and  report  the  original  cost  to  date  and  the  cost  of 
property  not  worn  out,  hut  abandoned  to  aid  in  the  de¬ 
velopment  of  better  and  more  economical  service  to  the 
public/^  (Senate  Bep.  No.  1290,  62nd  Cong.,  3rd  Sess., 
p.  45.) 

This  effort  of  the  carriers  to  change  the  wording  of 
the  Act  was  defeated  and  the  finding  of  ‘‘original  cost 
to  date’^  is  not  only  made  mandatory,  but  is  the  first 
cost  value  required  to  be  found  by  the  Commission.  The 
importance  attributed  to  this  element  by  Congress  is 
further  shovm  in  the  Committee's  report  (p.  6)  as 
follows : 

“(1)  The  original  cost  to  date. 

“Existing  railroads  have  actually  been  built  up 
through  a  series  of  years.  The  construction  has 
been  piecemeal  and  has  advanced  with  the  growth 
of  the  business.  The  original  cost  to  date  will,  at  every 
stage  of  construction,  take  account  of  the  prices 
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paid  at  the  time  for  property,  material,  and  labor; 
the  amount  of  money  paid  out  for  legal  services, 
engineers,  architects,  designers,  management  in 
organizing  the  corporation,  and  constructing  the 
road.  It  will  show  the  exact  amount  received  from 
the  sale  of  stocks  and  bonds,  and  if  the  bonds  have 
been  sold  at  a  discount,  the  price  realized,  and  all 
the  expenses  of  brokerage.  It  will  show  the  amount 
paid  in  by  the  stockholders.  If  stocks  or  bonds  have 
been  issued  for  property  instead  of  cash,  the  value 
of  the  acquired  property  will  be  ascertained.  If  the 
present  corporation  has  acquired  the  property,  or 
any  portion  thereof,  at  less  than  its  physical  value, 
or  through  some  form  of  manipulation  or  combina¬ 
tion  or  deception  to  the  public,  with  a  view  of 
strengthening  its  monopoly  character,  and  increas¬ 
ing  its  prospect  for  excessive  value,  or  if  its  expendi¬ 
tures  do  not  represent  reasonable  expenditures 
which  ordinary  business  management  would  not 
have  approved,  all  of  these  facts  will  be  disclosed  by 
ascertaining  the  original  cost  to  date.  And  it  will  be 
for  the  commission  and  the  courts  to  determine 
to  what  extent  such  investments  will  he  allowed  to 
he  capitalized  as  against  the  public  for  rate-making 
purposes.  In  short,  the  original  cost  to  date  will 
show  the  true  investment.’^ 

Senator  LaFollette,  in  presenting  the  committee's  re¬ 
port,  quoted  from  a  statement  of  Professor  John  E. 
Commons  of  the  Wisconsin  Industrial  Commission,  which 
was,  in  part,  as  follows  (62nd  Cong.  Eec.,  3rd  Sess.,  p. 
3797) : 

‘‘In  the  original  cost  everything  that  is  involved 
in  the  question  of  cost  to  the  present  owner  is  in¬ 
cluded  and  cannot  be  avoided.  *  *  * 

thing  that  is  meant  to  he  determined  is  the  actual 
cost  at  the  time  of  acquisition.  But  actual  cost  may 
he  different  from  reasonable  cost.  *  *  *  The 

term  ‘original’  is  equivalent  to  ‘actual’  as  against 
the  speculative  or  hypothetical.” 

Mr.  Gray,  chief  engineer  of  the  Washington  Commis¬ 
sion,  stated  (Senate  Report  No.  1290,  p.  55) : 

“Fully  60  per  cent  of  the  cost  of  making  ap- 
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praisals  can  be  charged  to  the  efforts  to  find  the 
original  investment.  This  work  was  of  the  maxi¬ 
mum  value,  as  it  acquainted  the  engineers  not  only 
with  the  cost  of  the  lines  as  a  whole,  but  also  with 
the  costs  of  many  isolated  structures,  such  as 
bridges,  building,  etc.  *  *  *  j'Jiq  writer  is  con¬ 

vinced  that  without  the  Jcnowledge  of  these  costs  as 
obtained,  it  tvould  have  been  utterly  impossible  to 
intelligently  dispute  the  estimates  later  prepared  by 
the  railways.  *  *  *  No  more  pitiful  spectacle 
can  be  afforded  than  by  an  engineer  attempting  to 
say  what  a  thing  should  cost,  yet  calmly  indifferent 
to  what  it  actually  did  cost.^^ 

From  the  foregoing,  we  submit,  there  can  be  no  ques¬ 
tion  but  that  the  Congress  recognized  original  cost  to  date 
as  a  most  important  method  in  ascertaining  the  fair  pres¬ 
ent  value  of  railroad  properties  in  connection  with  which, 
however,  the  other  cost  elements  and  other  elements  of 
value  are  to  be  given  whatever  weight  is  necessary  to 
insure  a  reasonable  return  upon  the  fair  value  of  the 
property  of  the  carrier. 

2.  Importance  of  original  cost  to  date  in  determining 
value  for  rate  making  purposes. 

Although,  at  the  time  of  the  passage  of  the  Valuation 
Act,  the  courts,  in  determining  the  weight  to  be  attrib- 
uated  to  the  several  elements  of  value,  were  in  what 
Senator  LaFollette  termed  “a  transition  period’’  and  the 
Minnesota  Rate  Case  (cited  and  discussed  post)  had  not 
been  decided,  nevertheless  original  cost  to  date  was  rec¬ 
ognized  as  of  great  importance. 

In  the  leading  case  of  Smyth  v.  Ames,  169  U.  S.  466, 
Mr.  Justice  Harlan,  in  delivering  the  opinion  of  the  court, 
said  (pp.  546-547) : 

‘‘We  hold,  however,  that  the  basis  of  all  calcula¬ 
tions  as  to  the  reasonableness  of  the  rates  to  be 
charged  by  a  corporation  maintaining  a  highway 
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under  legislative  sanction  must  be  the  fair  value  of 
the  property  being  used  by  it  for  the  convenience 
of  the  public.  And,  in  order  to  ascertain  that  value, 
the  original  cost  of  construction,  the  amount  ex¬ 
pended  in  permanent  improvements,  the  amount  and 
the  market  value  of  its  bonds  and  stock,  the  present 
as  compared  with  the  original  cost  of  construction, 
the  probable  earning  capacity  of  the  property  under 
particular  rates  prescribed  by  statute,  and  the  sum 
required  to  meet  operating  expenses,  are  all  matters 
of  consideration,  and  are  to  he  given  such  weight  as 
may  he  just  and  right  in  each  case.  We  do  not  say 
that  there  may  not  be  other  matters  to  be  regarded 
in  estimating  the  value  of  the  property.  ^  ^ 

It  will  be  noted  that  in  the  above  quotation  ‘  ‘  the  origi¬ 
nal  cost  of  construction’’  is  mentioned  by  the  court  as 
the  first  element  of  value  to  be  considered. 

Again  in  San  Biego  Land  &  Town  Co.  v.  National 
City,  174  U.  S.  739,  Mr.  Justice  Harlan  wrote  the  opinion 
of  the  court  and  said  (pp.  757-758) : 

^^What  the  company  is  entitled  to  demand,  in  order 
that  it  may  have  just  compensation,  is  a  fair  return 
upon  the  reasonable  value  of  the  property  at  the 
time  it  is  being  used  for  the  public.  The  property 
may  have  cost  more  than  it  ought  to  have  cost,  and 
its  outstanding  bonds  for  money  borrowed  and  which 
went  into  the  plant  may  be  in  excess  of  the  real 
value  of  the  property.  So  that  it  cannot  be  said  that 
the  amount  of  such  bonds  should  in  every  case  con¬ 
trol  the  question  of  rates,  although  it  may  be  an  ele¬ 
ment  in  the  inquiry  as  to  what  is,  all  the  circum¬ 
stances  considered,  just  both  to  the  company  and  to 
the  public.” 

In  San  Biego  Land  <&  Town  Co.  v.  Jasper,  189  U.  S. 
439,  Mr.  Justice  Holmes,  applying  the  rule  announced  in 
San  Biego  Land  S  Town  Co.  v.  National  City,  refused  to 
allow  (pp.  442-443)  the  original  cost  of  work  ^ ^ seemingly 
inflated  by  improper  charges  to  that  account  and  by  in¬ 
judicious  expenditures. '  ’ 
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At  the  time  of  the  passage  of  the  Valuation  Act  the 
four  elements  of  value  were,  as  stated  by  Senator 
LaFollette,  ^‘constantly  narrowing^’  and  the  Act  was 
passed  with  the  full  knowledge  that  the  importance  of 
elements  then  being  weighed  by  the  courts  might  later 
be  minimized  or  that  some  of  such  elements  might  be 
ultimately  eliminated.  In  the  decision  in  the  Minne¬ 
sota  Rate  Case,  230  U.  S.  352,  less  weight  was  attached 
to  cost  of  reproduction  new  (as  shown  under  Point  III 
post),  the  court  holding  that  the  normal  value  must  sat¬ 
isfactorily  appear.  As  to  the  speculative  increment  over 
and  above  the  actual  investment,  the  court  said  (p.  454) : 

Where  the  inquiry  is  as  to  the  fair  value  of  the 
property,  in  order  to  determine  the  reasonableness 
of  the  return  allowed  by  the  rate-making  power,  it 
is  not  admissible  to  attribute  to  the  property  owned 
by  the  carrier  a  speculative  increment  of  value  over 
the  amount  invested  in  it  and  beyond  the  value  of 
similar  property  owned  by  others  solely  by  reason 
of  the  fact  that  it  is  used  in  the  public  service.  That 
would  be  to  disregard  the  essential  conditions  of  the 
public  use  and  to  make  the  public  use  destructive  of 
the  public  right. 

The  contentions  of  the  carriers  respecting  the  difficulty 
of  ascertaining  the  original  cost  of  railway  property  has 
been  fully  answered  by  this  Commission  in  the  Kansas 
City  Case  (Valuation  Rep.,  p.  252),  and  Texas  Midland 
Case  (p.  8),  where  it  was  stated  that  whenever  the  origi¬ 
nal  cost  of  the  greater  portion  of  the  property  could  be 
ascertained,  the  Commission  would  within  comparatively 
narrow  limits  estimate  the  original  cost  of  the  remaining 
portions  as  closely  as  possible,  would  in  any  event  report 
the  actual  cost  of  property  ascertained,  and  would,  if  im¬ 
possible  to  identify  the  cost  of  any  portion  of  the  prop¬ 
erty,  then  show  the  total  amount  on  the  books  of  the 
carrier  from  the  road  and  equipment  account  mth  an 
explanation  that  the  authenticity  of  the  amount  cannot 
be  verified. 
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Since,'  by  the  decisions  of  the  courts,  original  cost  to 
date  has  gained  increasing  prominence  in  ascertaining 
the  fair  value  of  property  devoted  to  public  use,  we 
assume  that  this  Commission  will  adhere  to  its  views 
expressed  in  the  Western  Advance  Rate  Case,  20  I.  C.  C. 
Kep.  307,  where  it  was  said  that : 

Perhaps  the  nearest  approximation  to  the  fair 
standard  is  that  of  bona  fide  investment — the  sacri¬ 
fice  made  by  the  owners  of  the  property — consider¬ 
ing  as  a  part  of  the  investment  any  shortage  of 
return  that  there  may  be  in  the  early  years  of  the 
enterprise.  Upon  this,  taking  the  life  history  of  the 
road  through  a  number  of  years,  its  promoters  are 
entitled  to  a  reasonable  return.  This,  however,  man¬ 
ifestly  is  limited;  for  a  return  should  not  be  given 
upon  wastefulness,  mismanagement  or  poor  judg¬ 
ment,  and  always  there  is  present  the  restriction  that 
no  more  than  a  reasonable  rate  should  be  charged.^ ^ 


III. 

COST  OF  REPRODUCTION  NEW. 

Reproduction  cost,  under  the  carriers’  contentions, 
would  become  the  only  important  element  to  be  consid¬ 
ered  in  ascertaining  the  fair  value  of  railroad  property 
for  rate-making  or  any  other  purpose.  The  position 
taken  by  the  carriers  is  not  only  contrary  to  Congres¬ 
sional  intent  and  the  decisions  of  the  United  States 
Supreme  Court,  but  to  sound  economic  principles  ap¬ 
plied  to  public  utilities. 

1.  Construction  of  the  Valuation  Act. 

The  fact  that  the  Congress  attached  but  little  im¬ 
portance  to  reproduction  cost  is  clearly  shown  by  the 
discussion  on  the  floor  of  the  Senate  by  Senators  Bristow 
and  LaFollette  (Cong.  Rec.,  p.  3801)  as  follows : 
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‘^Mr.  Bristow:  There  is  one  point  I  wanted  to 
bring  out  with  regard  to  this  feature  of  the  bill  that 
requires  the  Conunission  to  ascertain  the  cost  of  pro¬ 
duction  new.  Such  a  finding,  in  my  opinion,  is  not  of 
great  value,  so  far  as  rate-mahing  is  concerned.  It 
is  a  vacillating  quantity;  it  does  not  represent  in 
any  sense  the  investment  of  the  company  in  the  con¬ 
struction  of  the  road.  To  illustrate:  in  the  suit  that 
was  pending  the  estimated  cost  of  the  reproduction 
of  the  Northern  Pacific  Eailroad  was  involved.  I  am 
informed  that  the  same  engineer  reported  in  1907 
and  in  1909  as  to  the  cost  of  reproduction  new,  and 
the  value  fixed  in  1909  was  one  hundred  and  eighty- 
five  million  dollars  more  than  the  same  engineer 
fixed  the  value  of  reproduction  new  in  1907.’’ 

To  which  Senator  LaFollette  replied: 

‘‘Let  me  say  to  the  Senator  on  this  question,  that 
the  Supreme  Court  of  the  United  States  has  listed 
that  as  one  of  the  values  to  be  considered,  and  it  has 
not  yet  by  any  express  declaration  eliminated  it  as  a 
value  to  be  ignored.  So  it  seems  to  the  committee 
that  we  ought  to  give  it  its  place  here.  I  will,  how¬ 
ever,  say  to  the  Senator  that  I  am  confident  that  the 
views  of  all  the  advanced  commissions  of  the  country 
that  are  doing  this  valuation  work  are  that  there 
should  he  very  inconsiderable  weight  given  to  re¬ 
production  new.^^ 

2.  Of  less  importance  than  original  cost  to  date  in 
hearing  to  determine  reasonable  rates. 

As  pointed  out,  under  the  decisions  of  the  courts, 
original  cost  to  date  has  assumed  increasing  importance, 
and  the  opinion  in  the  Minnesota  Rate  Case  repudiated 
the  reproduction  cost  theory  as  the  sole  basis  for  rate¬ 
making  purposes  and  it  is,  therefore,  entirely  opposed  to 
the  contentions  of  the  carriers.  In  this  case  the  Master 
and  the  court  below  had  held  that  rates  were  not  to  be 
predicated  upon  original  investment  and  gave  great 
weight  to  reproduction  cost.  Mr.  Justice  Hughes,  in  con¬ 
demning  the  method  employed,  said  (pp.  442-452) : 
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‘^This  shoAving  of  the  results  of  the  entire  busi¬ 
ness  at  once  directs  attention  to  the  importance  of 
the  methods  adopted  in  making  apportionments,  but 
before  considering  these  the  question  is  presented 
as  to  the  soundness  of  the  underlying  estimate  of 
value.  May  it  be  accepted  as  a  basis  for  a  finding 
that  the  rates  are  confiscatory? 

*42,  4^  4^  4^  4^ 

^  w  ^  ^  w 

‘Mt  is  contended  that  the  valuation  was  made  upon 
a  wrong  theory;  that  it  is  a  speculative  estimate  of 
‘cost  reproduction^;  that  it  is  largely  in  excess  of  the 
market  value  of  adjacent  or  similarly  situated  prop¬ 
erty  ;  that  it  does  not  represent  the  present  value,  in 
any  true  sense,  but  constitutes  a  conjecture  as  to  the 
amount  which  the  railway  company  would  have  to 
pay  to  acquire  its  right  of  way,  yards  and  terminals, 
on  an  assumption,  itself  inadmissible,  that,  while  the 
railroad  did  not  exist,  all  the  other  conditions,  with 
respect  to  the  agricultural  and  the  industrial  devel¬ 
opment  of  the  state,  and  the  location,  population,  and 
activities  of  the  towns,  villages,  and  the  cities,  were 
as  they  now  are. 

******* 

“In  reviewing  the  findings,  the  court  below 
reached  the  conclusion  that  ‘the  Master  in  effect 
found  that  the  cost  of  reproduction  and  the  present 
value  of  the  lands  for  the  terminals  in  the  three  great 
cities,  including  therein  all  cost  of  acquisition,  con¬ 
sequential  damages,  and  the  value  for  railroad  use 
which  he  allowed,  was  only  about  thirty  per  cent 
more  than  the  normal  value  of  the  lands  in  sales 
between  private  parties.  He  found  the  value  of  the 
lands  outside  of  the  terminals  to  be  only  twice  their 
normal  value.  ^ 

“From  our  examination  of  the  evidence  we  are 
unable  to  conclude  that  the  excess  stated  may  be 
thus  limited.  What  is  termed  the  normal  value  does 
not  satisfactorily  appear. 

******* 

“These  are  the  results  of  the  endeavor  to  apply 
the  cost-of-reproduction  method  in  determining  the 
value  of  the  right  of  way.  It  is  at  once  apparent 
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that,  so  far  as  the  estimate  rests  upon  a  supposed 
compulsory  feature  of  the  acquisition,  it  cannot  be 
sustained.  It  is  said  that  the  company  would  be  com¬ 
pelled  to  pay  more  than  what  is  the  normal  market 
value  of  the  property  in  transactions  between  private 
parties;  that  it  would  lack  the  freedom  they  enjoy, 
and,  in  view  of  its  needs,  it  would  have  to  give  a 
higher  price.  It  is  also  said  that  this  price  would  be 
in  excess  of  the  present  market  value  of  contiguous 
or  similarly  situated  property.  It  might  well  he  asked, 
Who  shall  describe  the  conditions  that  would  exist, 
or  the  exigencies  of  the  hypothetical  oivners  of  the 
property,  on  the  assumption  that  the  railroad  were 
removed.  But,  aside  from  this,  it  is  impossible  to 
assume,  in  making  a  judicial  finding  of  what  it  would 
cost  to  acquire  the  property,  that  the  company  would 
be  compelled  to  pay  more  than  its  fair  market  value. 
It  is  equipped  with  the  governmental  power  of  em¬ 
inent  domain.  In  view  of  its  public  purpose  it  has 
been  granted  this  privilege  in  order  to  prevent  ad¬ 
vantage  being  taken  of  its  necessities.  It  would  be 
free  to  stand  upon  its  legal  rights  and  it  cannot  be 
supposed  that  they  ivoidd  be  disregarded. 
******* 

‘‘It  is  manifest  that  an  attempt  to  estimate 
what  woidd  be  the  actual  cost  of  acquiring  the 
right  of  way,  if  the  railroad  were  not  there,  is  to 
indulge  in  mere  speculation.  The  railroad  has  long 
been  established ;  to  it  have  been  linked  the  acthuties 
of  agriculture,  industry  and  trade.  Communities 
have  long  been  dependent  upon  its  ser^dce,  and  their 
growth  and  development  have  been  conditioned  upon 
the  facilities  it  has  provided.  The  uses  of  the 
property  in  the  communities  which  it  serves  are  to 
a  large  degree  determined  by  it.  The  values  of  the 
property  along  its  lines  largely  depend  upon  its 
existence.  It  is  an  integral  part  of  the  communal 
life.  The  assumpticni  of  its  non-existence,  and  at  the 
same  time  that  the  values  that  rest  upon  it  remain 
unchanged,^  is  impossible  and  cannot  be  entertained. 
The  conditions  of  ownership  of  the  property  and  the 
amount  which  would  have  to  be  paid  in  acquiring  the 
right  of  way  are,  supposing  the  railroad  to  be  re¬ 
moved,  are  wholly  beyond  the  reach  of  any  process  of 
rational  determination. 
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In  Des  Moines  Gas  Co.  v.  City  of  Bes  Moines,  199  Fed. 
204,  the  court  in  criticising  the  reproduction  method  as 
applied  to  pavements  over  mains,  said  (pp.  207-208) : 

‘‘What  makes  value,  and  what  is  the  evidence 
thereof?  Metaphysical  distinctions  as  to  terms  as 
used  with  reference  to  value  by  political  economists 
aid  but  little.  Exchange  value,  selling  value,  cost 
value,  value  for  use  as  a  utility,  value  as  to  incomes, 
and  so  on,  are  too  often  used  loosely.  *  *  *  in 

7ny  opinion,  those  who  maintain  that  what  it  ivill  cost 
to  reproduce  the  plant,  less  depreciation,  is  the  true 
value  in  many  instances  confound  the  real  question 
with  one  of  many  evidences  of  the  real  value.  Re¬ 
producing  cost  is  an  evidence  of  what  the  real  value 
is  after  subtracting  depreciation.  But  what  is  to 
be  done  with  the  value  of  stocks  and  bonds  on  the 
reproduction  theory?  And  what  becomes  of  the 
original  cost  upon  the  reproduction  theory?  *  *  * 

Many  principles  which  relate  to  railway  rates  are 
applicable  to  gas  rates.  *  ^  theory  ap¬ 

plied  to  paved  streets  is  hut  a  theory,  it  is  illogi¬ 
cal  and  against  facts,  and  was  properly  denied  by 
the  M aster. 

See  also  Des  Moines  Gas  Co.  v.  City  of  Des  Moines,  238 
U.  S.  153  Post,  and  Western  Advance  Rate  Case,  20  I.  C. 
C.  Rep.  307. 

The  New  Jersey  Commission  has  used  actual  cost  to 
test  the  reproduction  method  and  said.  Re  Rates  of  the 
Public  Service  Gas  Company,  1  N.  J.  B.  P.  N.  C.  433 : 

“We  are  inclined  to  estimate  the  value  of  physical 
property  by  using  all  available  information  with 
regard  to  values;  and  especially  are  we  inclined  to 
accept  as  a  measure  of  value  for  all  the  physical 
property  of  the  company  the  unit  costs  to  the  com¬ 
pany  for  that  part  of  the  property  constructed  dur¬ 
ing  the  past  eight  years.’’ 

Another  objection  that  should  lessen  the  weight  to 
be  attributed  to  reproduction  cost  is  the  present  inflated 
cost  of  labor  and  materials  which  would  involve  the  hypo- 
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thetical  reprodnction  of  a  railroad  under  abnormal  con¬ 
ditions. 

3.  Not  a  minimum  valuation  for  all  purposes. 

The  carriers  in  effect  contend  that  reproduction  cost 
should  be  treated  as  a  minimum  valuation  for  all  pur¬ 
poses.  This  attitude  of  the  carriers  has  been  fully  met 
because,  as  we  have  shown  (1)  there  cannot  be  one  value 
for  several  purposes,  (2)  the  intention  of  the  Congress 
was  that  the  valuations  made  should  be  used  as  a  basis 
for  rate-making  purposes  only  and  (3)  the  original  cost 
to  date  is  of  primary  importance. 

4.  Is  only  of  service  in  ascertaining  the  present  value 
when  ^‘reasonably  applied.*’ 

It  was  said  in  the  Minnesota  Bate  Case,  230  U.  S.  352, 
(p.  452) : 

^^The  cost-of -reproduction  method  is  of  service  in 
ascertaining  the  present  value  of  the  plant,  tvhen  it  is 
reasonably  applied  and  ivhen  the  cost  of  reproduc¬ 
ing  the  property  may  he  ascertained  with  a  proper 
degree  of  certainty.  But  it  does  not  justify  the  ac¬ 
ceptance  of  results  which  depend  upon  pure  con¬ 
jecture.^^ 

Although  this  Commission  in  the  Texas  Midland  Case, 
has  interpreted  the  condemnation  in  the  Minnesota  Bate 
Case  of  “assuming  the  non-existence”  of  railroad  prop¬ 
erty  as  applying  to  land  and  terminals  only,  we  never¬ 
theless  submit  that  the  Minnesota  Bate  Case  at¬ 
tributes  less  importance  to  the  reproduction  method  in 
arrhnng  at  the  fair  present  value  of  railroad  property 
in  general.  In  discussing  the  portion  of  the  opinion  above 
quoted,  it  said  (Valuation  Eep.  p.  12) : 

“Especial  attention  is  directed  by  the  Minnesota 
Commission  to  the  second  last  sentence  of  the  above 
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quotation,  it  being  asserted  that  while  the  court  was 
considering  particularly  the  method  used  in  ascer¬ 
taining  the  reproduction  cost  of  land,  the  wmrds  ‘the 
plant  ^  were  used  advisedly  for  the  purpose  of  con¬ 
demning  that  particular  method  of  securing  cost  of 
reproduction  new,  not  only  so  far  as  land  was  con¬ 
cerned,  but  also  mth  respect  to  all  the  other  property 
of  a  railroad/^ 

The  Commission  then  proceeds  to  dispose  of  the  con¬ 
tention  relating  to  the  “non-existence  of  railroad  prop¬ 
erty.  ’  ^ 

It  is  our  contention  that  the  Commission  did  not  and 
should  not,  in  the  reproduction  of  a  hypothetical  rail¬ 
road,  under  “conditions  in  the  territory  through  which 
the  railroad  runs  *  *  *  taken  as  they  existed  on  val¬ 

uation  date,’^  ignore  the  reasonable  application  of  this 
method  and  will  not  permit  its  application  to  go  beyond 
the  bounds  of  a  “proper  degree  of  certainty 

IV. 

COST  OF  REPRODUCTION  LESS  DEPRECIATION. 

The  protests  of  the  carriers  respecting  reproduction 
cost  less  depreciation  may  be  fairly  summarized  in  one 
proposition,  namely:  that  so  long  as  railroad  property  is 
maintained  in  one  hundred  per  cent  efficiency  or,  stating 
it  another  way,  so  long  as  there  is  no  deferred  mainten¬ 
ance,  there  can  be  no  deduction  from  reproduction  cost. 
This  contention,  of  course,  must  be  tested  by  the  plain 
language  of  the  Valuation  Act  itself  and  in  the  light  of 
the  rules  and  principles  announced  by  the  courts  at  the 
time  of  its  passage.  The  issue  raised  resolves  itself 
purely  into  a  question  of  definition.  The  carriers  seem  to 
treat  the  words,  depreciation  and  deferred  maintenance 
as  synonymous. 
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1.  Construction  of  the  Valuation  Act. 

The  Act  requires  that  the  Commission  ‘‘shall  ascer¬ 
tain  and  report  the  cost  of  reproduction  new  less  de¬ 
preciation’^  and  an  analysis  of  the  methods  employed  in 
ascertaining  it.  Considering  the  Act  itself,  the  word 
“depreciation”  must  he  taken  in  its  ordinary  and  usual 
meaning,  namely:  physical  and  functional  depreciation 
due  to  agOy  use,  inadequacy  or  obsolescence,  and  not  de¬ 
ferred  maintenance. 

In  the  report  of  the  Senate  Committee  (Senate  Eep. 
1290,  p.  8),  it  was  said: 

‘  ‘  The  cost-of-reproduction-less-depreciation. 

This  will  show  the  exact  cost  of  reproduction  in  ex¬ 
isting  conditions.  This  cost  is  arrived  at  by  taking 
the  amount  of  the  depreciation  which  has  occurred  in 
every  part  of  the  property  since  it  was  laid  down  or 
employed  in  the  public  service.  This  is  an  element 
of  value  so  generally  considered  essential  by  the 
commissions  and  the  courts  that  the  wisdom  of  as¬ 
certaining  it  will  not  be  questioned.” 

The  contention  of  the  carriers  ignores  the  mandatory 
requirement  of  the  Act  that  there  shall  be  a  deduction 
from  reproduction  cost  in  every  case,  and  not,  as  they 
claim,  only  where  there  is  deferred  maintenance. 

2.  Not  cost  of  reproduction  less  deferred  maintenance. 

The  contention  of  the  carriers  concerning  deprecia¬ 
tion  fails  to  stand  the  test  of  ordinary  logic.  A  pros¬ 
pective  purchaser  of  ordinary  prudence,  when  he  seeks 
to  buy  used  property,  naturally  wishes  to  learn  the  ex¬ 
tent  of  its  depreciation.  Its  value  to  him  is  lessened  as 
depreciation  increases.  On  the  same  theory  the  value  of 
railroad  property  devoted  to  a  public  use  is  diminished 
with  the  action  of  time  and  use  and  by  inadequacy  or  oh- 
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solescence.  The  fact  that,  when  any  given  unit  becomes 
through  depreciation  unfit  for  use,  a  replacement  will  he 
made  is  immaterial,  since  as  shown  post^  deferred  main¬ 
tenance  is  properly  chargeable  to  operating  expense  or 
to  a  special  depreciation  fund,  and  should  not  come  under 
a  value  classification. 

In  Knoxville  v.  Knoxville  Water  Co.y  212  U.  S.  1,  the 
court  held  that  ^^some  substantial  allowance  for  depre¬ 
ciation  ought  to  have  been  made’’  in  determining  the  re¬ 
production  value  of  a  water  plant,  and  the  court  said 
(pp.  13-14) : 

^‘The  company  is  not  bound  to  see  its  property 
gradually  waste,  without  making  provisions  out  of 
earnings  for  its  replacement.  It  is  entitled  to  see 
that  from  earnings  the  value  of  the  property  in¬ 
vested  is  kept  unimpaired,  so  that  at  the  end  of  any 
given  term  of  years  the  original  investment  remains 
as  it  was  at  the  beginning.  It  is  not  only  the  right 
of  the  company  to  make  such  a  provision,  but  it  is  its 
duty  to  its  bond  and  its  stockholders,  and,  in  case  of 
the  public  service  corporation  at  least,  its  plain  duty 
to  the  public.  If  a  different  course  were  pursued 
the  only  method  of  providing  for  replacement  of 
property  which  has  ceased  to  be  useful  would  be  the 
investment  of  new  capital  and  the  issue  of  new 
bonds  or  stock.  This  course  would  lead  to  a  con¬ 
stantly  increasing  variance  between  present  value 
and  bond  and  stock  capitalization — a  tendency 
which  would  inevitably  lead  to  disaster  either  to  the 
stockholders  or  to  the  public,  or  both.  //,  however , 
a  company  fails  to  perform  this  plain  duty  and  to 
exact  sufficient  returns  to  keep  the  investment  un¬ 
impaired,  whether  this  is  the  residt  of  unwarranted 
dividends  upon  over-issues  of  securities,  or  of  omis¬ 
sion  to  exact  proper  prices  for  output,  the  faidt  is  its 
own.  When,  therefore,  a  public  regulation  of  its 
prices  comes  under  question,  the  true  value  of  the 
property  then  employed  for  the  purpose  of  earning 
a  return  can  not  be  enhanced  by  a  consideration  of 
the  errors  and  management  which  have  been  com¬ 
mitted  in  the  past.^^ 
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This  case  is,  as  stated  by  this  Commission  in  the  Texas 
Midland  Case  (Valuation  Eep.  p.  49),  ‘‘Full  authority 
for  the  proposition  that  depreciation  is  not  deferred 
maintenance,  but  covers  loss  of  capacity  for  use  due  to 
age,  inadequacy,  etc.,^^  but,  we  submit,  it  is  even  more 
than  this,  it  is  a  complete  answer  to  the  carriers^  claim 
that  to  deduct  depreciation  from  reproduction  cost  would 
result  in  confiscation  when  no  adequate  provision  had 
been  made  for  replacements. 

3.  Depreciation. 

The  views  of  the  carriers  that  there  should  be  no 
charge  for  depreciation  when  there  is  no  deferred  main¬ 
tenance  seem  to  have  been  adopted  by  the  Master  in 
the  Minnesota  Rate  Case,  when  he  failed  to  make  any 
deduction  for  that  item  from  reproduction  cost,  on  the 
ground  that  it  was  more  than  offset  by  appreciation  of 
various  items  including  solidification  of  road  bed. 

The  Master’s  findings  were  condemned  by  the  Su¬ 
preme  Court  and  the  court  clearly  defined  what  is  meant 
by  reproduction  cost  less  depreciation,  when  it  said 
(pp.  457-458) : 

‘^We  cannot  approve  this  disposition  of  the  mat¬ 
ter  of  depreciation  *  *  *,  is  also  to  be  noted 

that  the  depreciation  in  question  is  not  that  which 
has  been  overcome  by  repairs  and  replacements,  but 
is  the  actual  existing  depreciation  in  the  plant  as 
compared  with  the  new  one.  It  would  seem  to  be 
inevitable  in  many  parts  of  the  plant  there  should 
be  such  depreciation,  as  for  example,  in  old  struc¬ 
tures  and  equipment  remaining  on  hand.  And  when 
'  an  estimate  of  value  is  made  on  the  basis  of  repro¬ 
duction  new,  the  extent  of  existing  depreciation 
shoidd  be  shown  and  deducted  *  *  *.  And  when 
particular  physical  items  are  estimated  as  worth  so 
much  new,  if  in  fact  they  be  depreciated,  this  amount 
should  be  found  and  allowed  for.  If  this  is  not  done 
the  physical  valuation  is  manifestly  incomplete.  And 
it  must  be  regarded  as  incomplete  in  this  case.” 
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In  Cedar  Rapids  Gas  Light  Co.  v.  Cedar  Rapids,  144 
Iowa  426,  in  discussing  the  proof  of  value  by  the  utili¬ 
ty's  expert  and  the  question  of  depreciation,  the  court 
said  (pp.  439-440) : 

marvelously  has  this  property 
consisting  of  machinery,  pipes,  mains  and  the  like, 
advanced  in  value,  notwithstanding  the  constant  de¬ 
preciation  due  to  the  combined  forces  of  adolescence, 
obsolescence,  inadequacy  and  decay  *  *  *  to 

put  the  value  above  the  limit  mentioned  would  re¬ 
quire  us  to  ignore  the  depreciation  due  to  age,  decay, 
and  inadequacy,  and  the  like,  on  account  of  which  the 
defendant  (plaintiff)  has  been  charging  otf  its  books 
large  sums,  and  which  the  proof  shows  should  be 
taken  into  account.  ’  ’ 

The  Supreme  Court  of  the  United  States  (233  U.  S. 
655)  in  affirming  the  decision  of  the  State  Court,  said: 

^^In  this  case  the  court  fixed  a  value  on  the  plant 
that  considerably  exceeded  its  cost  and  estimated 
that,  under  the  ordinance,  the  return  would  be  over 
6  per  cent.  Its  attitude  was  fair  and  we  do  not  feel 
called  upon  to  follow  the  plaintiff  into  a  nice  discus¬ 
sion  of  details.’^ 

Again,  in  Des  Moines  Gas  Co.  v.  City  of  Des  Moines  et 
al.,  238  U.  S.  153,  the  Supreme  Court  on  exception  to  the 
Special  Master  ^s  report,  in  which  $333,878  was  deducted 
from  an  estimated  reproduction  cost  of  $2,271,280,  sus¬ 
tained  the  Master’s  findings.  The  report  of  the  Special 
Master  (pp.  34-35)  stated  that  the  depreciation  theory 
used : 


‘‘  *  *  *  contemplates  that  the  plant  will  be 

kept  in  good  repair,  and  so  far  as  this  evidence  is 
concerned,  that  appears  to  have  been  true  in  the 
past.  But  no  matter  how  well  it  has  been  kept  in 
repair  there  is,  however,  still  the  natural  wear  and 
tear  of  machinery,  apparatus,  and  tools  from  their 
constant  use,  which  necessarily  lessens  their  value 
from  year  to  year.  The  same  is  true,  also  by  reason 
of  physical  decay,  from  the  operation  of  the  elements 


32 


upon  the  various  structures,  such  as  buildings,  mains, 
services,  and  holders.’’ 

See  also  Kansas  City  So.  R.  v.  United  States,  231  U. 
S.  423,  cited  post. 

Since  the  views  of  the  courts  have  been  approved  by 
this  Commission  in  the  Texas  Midland  Case,  we  deem 
further  citation  of  authority  on  this  question  unneces¬ 
sary.  The  Commission  said  in  that  case  (Valuation  Eep., 
p.  48) : 

^‘Eeference  might  be  made  to  hundreds  of  in¬ 
stances  in  which  this  idea  of  depreciation  when  the 
act  was  passed  had  been  used  in  valuation  proceed¬ 
ings,  by  individuals,  by  commissions,  and  by  courts. 
It  is  doubtful  if  any  case  can  be  found  where  it  had 
been  deliberately  assumed  that  depreciation  and  de¬ 
ferred  maintenance  were  synonymous.^ ^ 

a.  Physical  Depeeciatioh. 

The  cases  above  cited  show  that  both  physical  de¬ 
preciation  or  depreciation  resulting  from  use,  decay,  and 
the  action  of  the  elements,  and  functional  depreciation,  or 
depreciation  resulting  from  lack  of  adaptation  to  its  func¬ 
tion,  and  often  described  by  the  terms  inadequacy,  or 
obsolescence,  are  to  be  deducted  (subject  to  the  limita¬ 
tions,  discussed  post),  from  reproduction  cost.  As 
pointed  out  by  Mr.  Whitten  (Valuation  of  Pub¬ 
lic  Service  Corporations,  Vol.  1,  p.  330),  the  term  ‘^depre¬ 
ciation”  may  mean  “  (1)  A  lessening  in  money  or  market 
value  or  (2)  a  lessening  in  utility  value  or  (3)  merely  the 
necessary  adjustment  to  secure  a  uniform  investment 
cost,”  and  like  the  term  value  must  be  used  “with  refer¬ 
ence  to  some  particular  purpose.  ’  ’ 

Since,  under  the  authorities  previously  cited,  fair  value 
for  rate-making  purposes  is  based  not  upon  market  value, 
but  largely  upon  cost  value,  in  which,  as  we  have  con- 
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tended,  original  cost  to  date  plays  a  most  important  part, 
and  cost  value  is  related  more  closely  to  utility  than  to 
market  value,  it  follows  that  in  these  proceedings,  in  de¬ 
termining  depreciation,  the  lessened  utility  value  is  the 
principal  factor  to  he  considered.  The  ascertainment  of 
this  lessened  value  becomes  important  for  the  most  part 
when  the  cost  of  reproduction  new  is  under  consideration. 
On  this  subject  the  same  author  says  {id.  vol.  1,  p.  331) : 

^^The  cost  as  a  factor  in  rate  regulation  represents 
the  total  utility  to  be  secured  from  the  unit  in  ques¬ 
tion.  As  this  utility  is  used  up  with  the  wear  and  age 
of  the  unit,  the  cost  or  fair  value  may  be  said  to  de¬ 
cline  in  the  same  ratio.  From  this  point  of  view 
depreciation  can  be  defined  as  the  lessened  utility 
value  caused  by  physical  deterioration  or  lack  of 
adaptation  to  function.  There  is  also  another  factor 
that  deserves  careful  consideration  and  is  possibly 
controlling.  The  supply  of  a  public  service  is  a  con¬ 
tinuous  enterprise.  The  rights  of  the  consumers 
using  the  service  at  different  periods  demand  that 
the  annual  charges  attributable  directly  to  the  in¬ 
vestment  shall  be  as  uniform  as  possible.  These 
annual  charges  include  not  only  interest  and  profits 
on  the  investment  but  also  the  annual  expenses  for 
the  repairs,  renewals  and  replacements  necessary  to 
keep  the  property  in  good  working  condition.  This 
annual  investment  cost  may  be  made  uniform  by 
proper  depreciation  adjustments.  Is  this  not  the 
logical  function  of  depreciation  in  the  theory  of  rate 
regulation?  Use  a  depreciation  factor  so  as  to  se¬ 
cure  as  low  a  uniform  annual  investment  cost  as  is 
consistent  with  justice  to  the  investor. 

b.  Functional  Depreciation  Due  to  Inadequacy  or 

Obsolescence. 

In  Kansas  City  So.  R.  Co.  v.  United  States,  231  U. 
S.  423,  decided  shortly  after  the  passage  of  the  Valuation 
Act,  the  Supreme  Court  had  occasion  to  consider  the 
regulations  of  the  Commission  as  to  the  uniform  accounts 
required  of  carriers.  The  court  rejected  the  claim  of  the 
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carrier  to  the  effect  that  property,  which  had  become  un¬ 
necessary  by  development  and  improvement  of  the  rail¬ 
road  and  for  that  reason  was  abandoned,  should  remain 
in  the  capital  account,  because,  at  the  time  of  its  installa¬ 
tion,  it  was  necessary  to  the  construction  of  the  railroad, 
stating  that  the  claim  (pp.  447-448) : 

found,  upon  analysis,  to  rest 
upon  the  unwarrantable  assumption  that  all  capital 
expenditures  result  in  permanent  accretions  to  the 
property  of  the  company.  This  in  effect  ignores  de¬ 
preciation — an  inevitable  fact  which  no  systeyn  of 
accounts  can  properly  igyiore.  A  more  complete  de¬ 
preciation  than  that  which  is  represented  by  a  part 
of  the  original  plant  that  through  destructioyi  or 
ohsolesceyice  has  actually  perished  as  useful  prop¬ 
erty  it  would  be  difficult  to  imagine.’’ 

C.  Srtaight  Lixe  axd  Sixkixg  Fuxd  Methods  of  Meas- 

UERIXG  DePEECIATIOX. 

In  ascertaining  fair  value  what  is  sought  to  be  deter¬ 
mined  is  the  present  condition  of  the  article  or  unit  of 
property  involved.  This  result,  it  is  contended,  can  best 
be  attained  by  actual  inspection  and  judgment  arrived 
at  therefrom  rather  than  by  the  application  of  standard¬ 
ized  methods  of  measuring  depreciation  which  are  in  fact 
only  proper  in  measuring  accruing  depreciation.  That 
is,  the  appraiser  by  actual  inspection  relies  on  his  own 
trained  judgment  as  to  what  is  the  actual  worth  of  the 
worn  unit  without  the  aid  of  any  formal  method.  Present 
worth  says  Mr.  Whitten,  (Valuation  of  Public  Service 
Corporations,  Vol.  1,  p.  338) : 

a*  *  *  summed  up  in  the  question. 

How  much  could  the  user  afford  to  pay  to  have  his 
worn  article  replaced  by  a  new  one?  How  much 
could  the  company  afford  to  pay  to  have  a  five  year 
old  car  replaced  by  a  new  car  of  exactly  the  same 
kind?  The  new  car  might  have  five  more  years  of 
service  than  the  old  car.  What  is  the  present  worth 
of  these  five  additional  years  of  service?  The  new 
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car  could  be  operated  during  certain  years  with  less 
expense  for  repairs  and  maintenance  than  the  old 
car.  What  is  the  present  worth  of  these  possible 
savings  in  maintenance  and  repair?  Moreover  the 
time  that  a  car  is  out  of  service  undergoing  repairs 
and  the  loss  due  to  breakdowns  while  in  service  are 
important  elements  in  the  calculations.’^ 

However,  since  it  is  the  practice  of  this  Commission  to 
apply  the  so-called  straight-line  method  of  depreciation 
in  ascertaining  the  present  worth  of  property  units  and, 
since  the  carriers  are  seeking  in  every  possible  manner 
to  minimize  the  amount  to  be  deducted  from  reproduction 
cost,  which  purpose  would  be  best  served  by  means  of  the 
use  of  sinking-fund  method,  we  wish  to  briefly  discuss 
the  propriety  of  using  the  first  method  in  preference  to 
the  second. 

The  sinking  fund  method,  says  Mr.  Whitten  {id,  Vol. 
1,  p.  334) : 

^‘assumes  that  an  amount  is  set  aside  each  year 
which  invested  at  compound  interest  will  equal  the 
total  wearing  value  at  the  end  of  the  assumed  life. 
The  depreciation  at  any  time  is  said  to  exactly  equal 
the  amount  that  is  or  should  be  in  a  sinking  fund 
accumulated  in  this  way.  Under  the  sinking  fund 
method  the  existing  depreciation  found  is  always  less 
than  it  would  be  under  the  straight  line  method. 
*  *  *  The  ditference  between  the  two  methods  is 

not  great  for  a  unit  with  a  short  life  hut  for  a  unit 
having  a  fifty  year  life  the  excess  of  the  existing 
depreciation  as  shown  hy  the  straight  line  method 
over  that  shown  hy  the  sinking  fund  method  may  he 
enormous.^  ^ 

In  National  Telephone  Co.,  Ltd.  v.  His  Majesty's  Post- 
Master  General,  16  A.  T.  &  T.  Co.  Com.  L.  491,  the 
straight  line  method  was  adopted  in  preference  to  the 
sinking  fund  method,  it  being  held  that  the  latter  method 
was  predicated  upon  hypothetical  assumptions  of  future 
life  and  income  of  the  plant  and  that  the  value  of  a  plant 
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ascertained  by  this  method  would  be  ‘^much  greater  in 
the  earlier  years  of  its  life  than  in  the  later  years  by  rea¬ 
son  of  the  increasing  rate  of  growth  of  the  fund  due  to 
the  fact  that  it  is  accumulating  at  compound  interest.’’ 

In  a  supplemental  opinion,  Sir  James  Woodhouse 
clearly  distingTiishes  between  the  two  methods  and  said 
(pp.  538-539) : 

‘‘The  next  important  point  is  by  what  method  is 
the  value  to  be  calculated.  Is  it  the  ‘sinking  fund’ 
method  on  the  basis  of  compound  interest  as  con¬ 
tended  by  the  company,  or  are  we  to  adopt  what  is 
known  as  ^tlie  straight  line^  method  in  which  the 
value  is  reduced  m  the  ratio  which  age  hears  to  the 
life  of  the  plant,  which  is  the  basis  of  the  postofice. 
*  *  *  T/ze  elements  of  constancy  and  certainty 

both  as  to  period  and  income  which  are  essential  to 
the  proper  application  of  the  sinking  fund  method  are 
non-existent  in  the  case  under  consideration.  *  *  * 
but  to  apply  a  sinking  fund  to  depreciate  a  plant  in  a 
commercial  undertaking  involves  too  great  an  ele¬ 
ment  of  speculation,  and  would  operate,  if  a  miscal¬ 
culation  were  made  as  to  the  length  of  life,  very  un¬ 
justly  in  practice.  No  doubt  it  is  true  that  the 
straight  line  method  also  is  not  free  from  some  ele¬ 
ment  of  risk,  but  there  is  this  difference  *  *  * 

that  by  that  method  both  parties  woidd  lose  the 
same  or  gain  the  same.’^ 

The  element  of  uncertainty  of  the  sinking  fund  method 
above  mentioned  is  also  greater  than  the  straight  line 
method  in  a  hearing  for  rate  making  purposes  when  ap¬ 
plied  to  structural  units  having  a  life  of  fifty  years  or 
more.  While  we  respectfully  urge  that  value  should  not 
be  fixed  by  methods  applicable  to  measuring  accruing  de¬ 
preciation,  but  should  be  determined  by  actual  inspection 
of  the  worn  unit  and  judgment  predicated  thereon,  we 
submit  that  this  Commission  if  it  uses  either  of  the  above 
methods  of  measuring  depreciation,  should  adhere  to  the 
straight  line  method  in  preference  to  the  sinking  fund 
method. 
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d.  Depreciation  of  Engineering  and  Other  Overhead 

Charges. 

Generally  speaking,  engineering,  supervision  and  con¬ 
tractors^  profits  and  similar  overhead  charges  should, 
we  contend,  be  depreciated  ratably  with  the  then  depre¬ 
ciable  property.  This  has  been  the  uniform  practice  of  the 
Wisconsin  Railroad  Commission  and  was  followed  in  the 
Chicago  Street  Railway  appraisements.  In  the  apprais¬ 
als  made  by  the  New  York  Public  Service  Commission 
{Be  Metropolitan  Street  Railway  re  Organization,  3  P. 
S.  C.  1st  D.  (N.  Y.)  113,  155),  interest  and  taxes  during 
construction  and  promotion  expenses  were  not  depreci¬ 
ated  as  were  other  overhead  charges. 

General  overhead  charges  which  cover  the  system  as  a 
unit  will  not  have  to  be  repeated  as  the  several  units  and 
structures  are  replaced.  Due  allowance  should,  however, 
be  made  for  contingency  items  such  as  unavoidable  loss 
during  construction  and  similar  items  on  which  no  depre¬ 
ciation  shoud  be  deducted  from  overhead  charges.  This 
subject  is  fully  discussed  by  Mr.  Whitten  (Valuation  of 
Public  Service  Corporations,  Vol.  1,  pp.  353-356,  215,  217, 
232.)  See  also  Protest  of  the  Illinois  Public  Utilities 
Commission  in  the  Matter  of  the  Valuation  of  the  Prop¬ 
erty  of  the  Elgin,  Joliet  and  Eastern  Railway  Company 
et  at.  (Valuation  Docket  No.  6.) 

4.  Appreciation  in  value  of  railroad  beds  nierely  re¬ 
duces  current  maintenance. 

In  the  Texas  Midland  Case  (Valuation  Rep.,  pp.  65-68, 
130-135)  this  Commission  fully  discussed  the  question  of 
appreciation  and  pointed  out  that:  (1)  The  Valuation 
Act  nowhere  refers  to  appreciation  and  does  not  require 
a  statement  of  appreciation  under  reproduction  cost; 
(2)  Defects  remedied  by  additional  construction  are  bet- 
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terments  which  may  he  properly  included  in  the  invest¬ 
ment  account;  (3)  Appreciation  due  to  solidification  and 
adaptation  through  natural  processes  incident  to  the 
passing  of  time  part  of  operating  expense  and  is 
chargeahle  as  such^^  and  ^‘tliat  no  part  of  that  outgo  can 
'he  included  in  the  investment  of  the  carrier^ (4)  No 
value  could  at  that  time  be  placed  in  dollars  and  cents 
upon  appreciation  of  road  beds;  and  (5)  It  ‘‘is  a  fact 
which  must  be  considered  when  a  final  or  ultimate  value 
for  the  property  is  stated,  but  it  is  one  of  those  qualities 
which  while  influencing  value,  is  not  susceptible  of  an 
exact  enumeration  and  appraisement  in  detail.  What 
effect  should  be  given  to  this  item  will  perhaps  depend 
upon  the  purpose  for  which  the  value  is  fixed  and  upon 
the  past  financial  history  of  the  property. 

The  Commission's  findings  respecting  the  subject  of 
appreciation,  we  submit,  contemplate  in  this  hearing  the 
question  of  what  weight  should  be  attributed  to  that  item 
in  arriving  at  the  fair  value  of  the  railroad  property  for 
rate  making,  purposes. 

To  include  the  item  of  appreciation  of  road  beds  in  the 
fair  value  of  railroad  property  for  rate  making  purposes 
would  be,  to  a  large  extent,  to  capitalize  against  the  pub¬ 
lic  “the  passing  of  time  and  the  processes  of  nature.’’  To 
include  this  item  in  the  investment  account  would  be  not 
only  to  credit  an  amount  unrepresented  by  capital  expen¬ 
ditures,  but  would  also  debit  the  road  and  equipment 
account  with  an  amount  likemse  unrepresented  by  the 
expenditure  of  money.  The  carriers  are,  of  course,  cred¬ 
ited  with  operating  expense  incurred  in  maintaining  the 
road  bed  in  a  serviceable  condition.  The  basis  of  their 
contention  (Valuation  Eep.,  p.  67),  is  in  fact  that  as  a 
road  bed  increases  in  age  its  maintenance  expense  de¬ 
creases,  and  that  the  amount  of  appreciation  will  be 
measured  by  the  lessened  maintenance  cost.  It  is,  there- 
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fore,  evident  that  on  their  own  theory,  appreciation  is 
simply  reduced  current  maintenance. 

In  the  Minnesota  Rate  Case  (230  U.  S.  p.  458)  it  was 
said: 

there  are  items  entering  into  the  estimated 
cost  which  should  he  credited  with  appreciation,  this 
also  should  appear,  so  that  instead  of  a  broad  com¬ 
parison  there  should  be  specific  findings  showing  the 
items  which  enter  into  the  account  of  physical  val¬ 
uation  on  both  sides.  ’  ^ 

The  Commission  has  interpreted  this  decision  as  mean¬ 
ing  (Valuation  Rep.,  p.  132),  that  ^4n  showing  value  by 
the  reproduction  method  appreciation,  if  it  exists,  should 
appear,  but  the  Commission  is  ‘^not  required  in  terms 
to  estimate  appreciation.’^  In  other  words,  if  stated  at 
all,  appreciation  would  be  stated  as  having  some  bearing 
upon  the  value  of  the  property,  but  would  not  enter 
into  reproduction  cost. 

In  San  Joaquin  &  Kingi^s  River  Canal  &  Irrigation  Co. 
V.  Stanislaus  County,  163  Fed.  567,  the  court  refused  to 
allow  a  claim  for  depreciation  on  the  ground  that  appre¬ 
ciation  of  the  earth  works  of  an  old  canal  offset  such  a 
charge  through  a  lessening  of  seepage. 

In  both  Chicago  &  N orthwestern  R.  Co.  v.  Smith,  210 
Fed.  632,  and  Ann  Arbor  R.  Co.  v.  Fellows,  236  Fed.  387, 
cases  involving  rates,  the  lower  courts  refused  to  make 
an  allowance  for  appreciation  when  based  upon  claims  of 
the  carriers  similar  to  those  presented  in  this  hearing.  So 
also  in  Re  Miss.  R.  &  R.  T.  R.  Co.  (Mo.),  P.  U.  R.  1918 
C  321,  it  was  held  that  the  cost  of  railroad  grading  could 
not  be  appreciated  for  adaptation  and  solidification  in  a 
rate  valuation,  where  there  was  no  evidence  of  capital  ex¬ 
penditures  on  the  road  bed  subsequent  to  its  construction, 
and  the  appreciated  value  appears  to  he  due  to  time  and 
the  elements,  or  to  expenditures  chargeable  to  mainte¬ 
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It  follows  from  the  foregoing  that  if  this  Commission 
deems  it  advisable  to  allow  an  amount  covering  appre¬ 
ciation,  to  be  included  in  the  fair  value  of  railroad  prop¬ 
erty  for  rate  making  purposes,  the  amount  so  found 
should  he  clearly  proved  hy  the  carriers,  and  should  not 
cover  appreciation  of  road  bed  due  solely  to  time  and  the 
elements,  not  only  because  of  the  difficulty  of  ascertaining 
the  latter  in  dollars  and  cents,  but  for  the  further  reason 
that  it  would  result  in  giffing  to  the  railroad  a  double 
credit,  namely:  An  addition  to  both  the  investment  and 
maintenance  accounts,  both  unrepresented  by  the  actual 
expenditure  of  money.  Such  a  result  would,  it  seems  to 
us,  be  grossly  unfair  to  the  public.  In  allovdng  a  per¬ 
centage  increase  for  shrinkage  of  road  bed  (the  propriety 
of  which  allowance  we  respectfully  contend  is  very  ques¬ 
tionable  without  strict  proof  by  the  carriers),  it  may  well 
be  said  that  the  Commission  has  covered  substanti¬ 
ally  the  item  of  appreciation  claimed  by  the  carriers.  The 
public  when  it  has  once  paid  the  increased  expense  occa¬ 
sioned  by  newness  of  the  road  bed  should  not  be  con¬ 
stantly  taxed  with  its  same  expense  by  paying  additional 
rates. 


V. 

VALUATION  OF  EAILEOAD  LAND  AND 

TEEMINALS. 

The  claims  of  the  carriers,  as  shown  by  their  protests, 
raise  two  main  questions  concerning  the  methods  to  be 
employed  by  this  Commission  in  the  valuation  of  railroad 
lands  and  terminals:  (1)  as  to  whether  the  reproduction 
cost  of  land  and  terminals  shall  be  determined  and  (2)  as 
to  whether  the  present  cost  of  condemnation  and  dama¬ 
ges  or  of  purchase  should  be  ascertained  in  determining 
their  present  value.  These  questions  have  been  partially 
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discussed  supra  under  the  heading  ‘‘cost  of  reproduction 
new’’  with  quotations  from  the  Minnesota  Rate  Case,  and 
since  this  Commission,  in  the  Texas  Midland  and  Kansas 
City  cases  has  thoroughly  considered  them,  we 
shall  confine  this  point  chiefly  to  a  discussion  of  the  pub¬ 
lic  character  of  railroad  lands  and  terminals  and  the 
principles  we  urge  should  be  considered  in  arriving  at 
their  present  fair  value. 

1.  Reproduction  cost  should  not  be  applied. 

Following  the  decision  in  the  Minnesota  Rate  Case  this 
Commission  (Valuation  Rep.,  pp.  52-65),  has  refused  to 
apply  the  reproduction  cost  theory  in  the  valuation  of 
lands,  because  the  hypothetical  reproduction  of  such 
lands  is  “beyond  the  possibility  of  rational  determina¬ 
tion,”  and  has  condemned  the  use  of  multiples  in  ascer¬ 
taining  such  cost. 

That  portion  of  the  opinion  in  the  Minnesota  Rate  Case 
relating  to  the  general  rule  to  be  employed  in  ascertain¬ 
ing  the  present  fair  value  of  railroad  property  is  as 
follows  (p.  455) : 

“Assuming  that  the  company  is  entitled  to  a  rea¬ 
sonable  share  in  the  general  prosperity  of  the  com¬ 
munities  which  it  serves,  and  thus  to  attribute  to  its 
property  an  increase  in  value,  still  the  increase  so 
allowed,  apart  from  any  improvements  it  may  make, 
cannot  properly  extend  beyond  the  fair  averaye  of 
the  normal  market  value  of  land  in  the  vicinity  hav¬ 
ing  a  similar  character.  Otherivise  we  enter  the 
realm  of  mere  conjecture.  We  therefore  hold  that  it 
was  error  to  base  the  estimates  of  value  of  the  right 
of  way,  yards  and  terminals  upon  the  so-called  ‘rail¬ 
way  value  ’  of  the  property.  The  company  would  cer¬ 
tainly  have  no  ground  of  complaint  if  it  were  al¬ 
lowed  a  value  for  these  lands  equal  to  the  fair 
average  market  value  of  similar  lands  in  the  vicinity 
without  additions  by  the  use  of  multipliers,  or  other¬ 
wise,  to  cover  hypothetical  outlays.  The  allowances 
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made  below  for  conjectural  cost  of  acquisition  and 
consequential  damages  must  be  disapproved;  and,  in 
this  view,  we  also  think  it  was  error  to  add  to  the 
amount  taken  as  the  present  value  of  lands  the  fur¬ 
ther  sums,  calculated  on  that  value,  which  were  em¬ 
braced  in  the  items  of  ^  engineering,  superintendence, 
legal  expenses,  contingencies  and  interest  during 
construction.  ’  ’  ’ 

In  the  application  of  these  principles,  in  ascertaining 
the  fair  average  of  normal  market  value  of  the  lands  in 
the  vicinity  having  a  similar  character,  the  Commission 
is  necessarily  confronted  with  the  problem  as  to  what 
consideration,  in  a  hearing  for  rate-making  purposes, 
should  be  given  to  the  present  value  of  railroad  rights  of 
Way  and  terminals  so  far  as  the  same  exceeds  their  origi¬ 
nal  cost. 

2.  Railroad  rights  of  way  are  not  private  property  but 
are  public  highways. 

The  carriers’  claim,  that  railroad  property  is  private 
property,  is  based  upon  the  assumption  that  principles 
which  apply  to  private  ownership  apply  with  equal  force 
to  railroad  omiership,  whether  the  railroad  is  subject 
to  governmental  regulation  or  not,  and  that  governmental 
regulation  does  not,  in  any  sense,  imply  ownership,  either 
legal  or  equitable  in  the  public.  Such  contentions  com¬ 
pletely  ignore  the  fact  that  both  the  courts  and  the  text 
writers  have  recognized  the  title  acquired  by  a  railroad  to 
its  right  of  way  as  being  no  greater  than  an  easement.  If, 
as  claimed,  railroad  property  is  private  property,  then  it 
must  follow  that,  even  though  its  operation  be  subject 
to  public  regulation,  it  could  convey  its  rights  of  way 
and  terminals  for  any  purpose  without  interference, 
but  such  right  of  alienation  has  been  denied  by  the  courts 
if  the  purpose  for  which  the  alienation  was  intended 
would  sever  the  grantee’s  possession  from  the  obligation 
to  maintain  and  operate  a  railroad. 
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Moreover,  when  it  ceases  to  exercise  its  franchise,  its 
easement  is  subject  to  forfeiture  for  non-user.  Its  fran¬ 
chise  has  always  been  construed  to  be  in  the  nature  of 
a  contract  under  which,  the  railroad,  on  the  one  hand, 
promises  to  use,  when  acquired  and  constructed,  its  right 
of  way,  terminals,  tracks,  facilities  and  equipment  for 
the  benefit  of  the  public,  and  the  state,  on  the  other  hand, 
grants  it  the  privilege  of  acquiring  the  land  necessary  to 
such  use  by  condemnation  proceedings,  prescribes  the 
manner  in  which  such  franchise  may  be  exercised  and 
grants  the  right  to  make  reasonable  charges  to  the  public 
for  the  service  so  furnished. 

The  Commission  considered  this  subject  in  the  Texas 
Midland  Case  under  the  heading  ‘‘Streets  and  High¬ 
ways'^  (Valuation  Rep.,  pp.  62-65).  After  pointing  out 
that  many  ordinances,  under  which  carriers  are  using 
streets  and  highways,  are  mere  licenses  which  do  not 
give  the  carrier  a  title  to  the  land  which  can  be  meas¬ 
ured  by  the  value  of  land  adjoining  the  street,  the  Com¬ 
mission  said : 

“In  our  opinion  this  right  of  a  carrier  is  in  the 
nature  of  a  franchise,  and  must,  for  valuation  pur¬ 
poses,  be  treated  the  same  as  other  franchises  are 
treated  and,  as  above  stated,  this  is  the  theory  upon 
which  we  have  proceeded  in  valuing  the  lands  of  the 
carriers.^’ 

The  following  cases  are  full  authority  for  the  proposi¬ 
tion  that  as  a  general  rule  the  right  which  a  railroad  ac¬ 
quires  in  lands  purchased  for  its  rights  of  way  amounts 
to  an  easement  only,  whether  acquired  through  grant, 
condemnation  proceedings  or  private  purchase,  and  the 
interest  in  land  so  acquired  continues  only  so  long  as  it 
is  used  for  railroad  purposes.  Consumers^  Gas  Trust 
Co.  V.  American  Plate  Glass  Co.,  162  Ind.  393;  Boyce  v. 
Missouri  Pac.  R.  Co.,  168  Mo.  583;  Raleigh,  etc..  Air  Line 
R.  Co.  V.  Sturgeon,  120  N.  C.  225;  East  Tennessee,  etc.. 
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R,  Co.  V.  Telford,  89  Tenn.,  293;  Lawrence^ s  Appeal,  78 
Pa.  St.  365 ;  Uhl  v.  Ohio  R.  Co.,  51 W.  Va.  106 ;  Williams  v. 
Western  Union  R.  Co.,  50  Wis.  71.  See  also  Lewis,  Em¬ 
inent  Domain,  Secs.  449-451. 

In  Smyth  v.  Ames  the  Supreme  Court  of  the  United 
States,  speaking  through  Mr.  Justice  Harlan,  said  (169 
U.  S.  466,  p.  544) : 

'‘A  railroad  is  a  public  highway,  and  none  the  less 
so  because  co7istructed  and  maintained  through  the 
agency  of  a  corporation  deriving  its  existence  and 
powers  from  the  State.  Such  a  corporation  was 
created  for  public  purposes,  it  performs  a  function 
of  the  state.  Its  authority  to  exercise  the  right  of 
eminent  domain  teas  given  primarily  for  the  benefit 
of  the  public.^ ^ 

In  Lancets  Appeal,  55  Pa.  St.  16,  in  speaking  of  the 
public  character  of  property  taken  by  condemnation  pro¬ 
ceedings,  the  court  said  (p.  25) : 

‘‘The  right  of  the  commonwealth  to  take  private 
property  vdthout  the  owuier’s  assent  on  compensa¬ 
tion  made,  or  authorize  it  to  be  taken,  exists  in  her 
sovereign  right  of  eminent  domain,  and  can  never 
be  lawfully  exercised  but  for  a  public  purpose,  sup¬ 
posed  and  intended  to  benefit  the  public  either  medi¬ 
ately  or  immediately.  The  power  arises  out  of  that 
natural  opinion  which  teaches  that  private  con¬ 
venience  must  yield  to  the  public  ivants.  This 
public  interest  must  lie  at  the  basis  of  the  exer¬ 
cise,  or  it  woidd  be  confiscation  and  usurpation  to  ex¬ 
ercise  it.  This  being  the  reason  for  the  exercise  of 
such  a  power,  it  requires  no  argument  to  prove  that 
after  the  right  has  been  exercised  the  use  of  the  prop¬ 
erty  must  be  held  in  accordance  with  and  for  the 
purposes  which  justified  its  taking.  Otherwise  it 
would  be  a  fraud  upon  the  owner,  and  an  abuse  of 
power.  Hence  it  is  that  no  one  can  pretend  that  a 
railroad  company  may  build  private  houses  and 
mills,  or  erect  machinery,  not  necessarily  connected 
with  the  use  of  their  franchise,  within  the  limits  of 
their  right  of  way.  If  it  could,  stores,  taverns,  shops. 
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groceries  and  dwellings  might  be  made  to  line  the 
sides  of  the  road  outside  of  the  tracks — a  thing  not  to 
be  thought  of  under  the  terms  of  the  requisition  of 
the  right  of  way.’’ 

In  People  v.  The  Toledo,  St.  Louis  S  New  Orleans  R.  R. 
Co.,  280  Ill.  495,  a  railroad  attempted  to  convey  its  right 
of  way  to  another  railroad  company.  The  railroad  act  re¬ 
quired  that  the  railroad  should  be  constructed  within 
ten  years.  The  court  held  that  the  Toledo  Company 
was  mthout  power  or  authority  to  select  a  successor  who 
should  hold  this  property  as  a  right  of  way  for  a  new 
period  of  ten  years;  that  the  ^‘attempt  to  make  this 
transfer  in  order  to  defeat  the  statute  was  a  fraud  upon 
the  public’’  and  that,  having  failed  to  complete  its  rail¬ 
road  within  the  statutory  period,  it  lost  its  right  to  claim 
the  located  line  as  a  right  of  way  and  the  land  comprising 
the  right  of  way  thereupon  assumed  its  former  status  as 
private  property. 

In  Oregon  Short  Line  R.  R.  Co.  v.  Quigley,  10  Ida.  770, 
the  court,  in  considering  the  reasons  why  a  plea  of  ad¬ 
verse  possession  could  not  prevail,  said  (p.  785) : 

‘  ^  This  grant  by  Congress  or  a  right  of  way  is  not 
an  absolute  fee  for  all  purposes,  but  is  in  the  nature 
of  a  conditional  grant,  and  limited  to  the  use  and 
occupation  by  the  grantor  and  its  successors  and 
assigns  for  the  purpose  of  maintaining  and  op¬ 
erating  a  railroad.  The  Franchise  and  the  right  of 
way  in  such  case  are  inseparately  attached  to  each 
other  while  in  the  possession  and  under  the  control 
and  management  of  the  grantee  and  its  successors. 
The  company  could  not  by  grant  convey  any  part  of 
its  right  of  way  in  any  manner  that  would  sever  the 
right  of  possession  from  the  franchise  to  operate 
and  maintain  a  railway  line  thereon.  And  if  it  could 
not  do  so  by  its  solemn  grant  it  certainly  could  not  do 
so  by  any  act  which  might  be  construed  into  a  rec¬ 
ognition  of  adverse  possession.  It  must  follow  that 
the  statute  of  limitations  does  not  run  in  such  cases 
against  an  action  to  maintain  the  integrity  of  such  a 
right  of  way.” 
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In  Erie  &  North  East  R.  Co.  v.  Casey,  26  Pa.  St.  287, 
in  an  injunction  proceeding  to  prohibit  the  defendant 
from  taking  possession  of  the  property  of  a  railroad  com¬ 
pany  that  had  lost  its  franchise  through  legislative  re¬ 
peal,  in  discussing  the  question  of  the  status  of  railroad 
property  raised  by  the  carrier's  claim  that  its  property 
was  being  confiscated  without  just  compensation,  the 
court  said,  in  denying  the  special  injunction  (pp.  307- 
308) : 

^^TJiis  act,  however,  takes  nothing  hut  the  road.  Is 
that  private  property?  Certainly  not!  It  is  a 
public  highway,  solemnly  devoted  by  law  to  the  pub- 
lie  use.  When  the  lands  were  taken  to  build  it  on 
they  were  taken  for  public  use;  otherwise  they  could 
not  have  been  taken  at  all.  It  is  true  the  plaintiffs 
had  a  right  to  take  tolls  from  all  who  traveled  or  car¬ 
ried  freight  on  it,  according  to  certain  rates  fixed  in 
the  charter,  but  that  was  a  mere  franchise,  a  privi¬ 
lege  derived  entirely  from  the  charter,  and  it  was 
gone  when  the  charter  was  repealed.  *  *  *  If  the  rail¬ 
way  itself  was  the  private  property  of  the  stock¬ 
holders,  then  it  remains  theirs  and  they  may  use  it 
mthout  a  charter  as  other  people  use  their  own — run 
it  on  their  own  account,  charge  what  tolls  they  please, 
close  it  or  open  it  when  they  think  proper,  disregard 
every  interest  except  their  own.  *  *  *  Qn  this 

principle  a  corporation  might  be  rewarded,  but  never 
punished,  for  misconduct.  Repeal  of  its  charter, 
instead  of  bringing  it  to  a  shameful  end,  would  put 
length  of  days  in  its  right  hand,  and  in  its  left  hand 
riches  and  honor.’  But  it  is  not  so.  Railroads 
made  by  the  authority  of  the  commonwealth  upon 
land  taken  under  her  right  of  eminent  domain,  and 
established  by  her  laws  as  thoroughfares  for  the 
commerce  that  passes  through  her  borders,  are  her 
highways.  No  corporation  has  any  property  in  them, 
though  corporations  may  have  franchises  annexed 
to  and  exercisable  within  them.^^ 

Again,  upon  final  hearing  of  the  case,  it  was  said  (pp. 
315-324) : 

‘‘The  prominent  obligations  assumed  by  the  state 
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and  the  plaintiffs,  respectively,  are  seen  at  a  glance. 
The  corporations,  on  their  part,  bound  themselves  to 
build  for  the  state  a  railroad,  to  he  used  hy  all  the 
people  as  a  public  higJnvay.  This  railroad  was  to 
be  made  between  designated  termini  within  a  certain 
time,  and  in  a  prescribed  way.  In  consideration 
thereof  the  state  consented  to  clothe  the  shareholders 
with  a  portion  of  their  own  sovereignty,  to  erect 
them  into  a  body  politic,  to  delegate  to  them  the  right 
of  eminent  domain,  and  to  grant  to  them  the  fran¬ 
chise  of  taking  certain  fixed  tolls  from  all  who  should 
travel  or  carry  on  her  highway  aforesaid.’^ 

-y.  -V-  -v-  ^ 

^  ^  ^  W 

‘ ^ Railroads  built  under  the  authority  of  law  for  the 
general  purposes  of  commerce  are  public  highivays. 
On  this  principle  alone  we  decided  that  mu¬ 
nicipal  subscriptions  were  valid.  On  this  principle 
alone  can  land  and  materials  be  seized  to  make  them. 
On  this  principle  alone  can  the  laws  be  justified 
which  limit  the  tolls  upon  them.  On  this  principle 
alone  have  we  the  power,  so  often  exercised,  of  com¬ 
pelling  those  who  have  charge  of  them  to  keep  within 
the  boundaries  of  the  law.  On  this  principle  alone 
we  have  always  held  that  no  individual  or  corpora¬ 
tion  can  possibly  have  any  right  or  privilege  con¬ 
nected  with  them  except  what  the  law  has  expressly 
conferred.  *  *  *  puJylic  highivay  is  not  pri¬ 

vate  property  any  more  than  a  public  office  is  private 
property.  The  execution  of  the  law  relating  to  an 
office  is  entrusted  to  an  individual;  a  corporation  as 
well  as  an  individual  may  be  entrusted  with  the  exe¬ 
cution  of  the  law  which  relates  to  a  highway.  In 
either  case,  if  the  trust  be  abused  it  may  be  \vith- 
drawn,  but  neither  the  highway  nor  the  office  is 
thereby  extinguished.  The  people  still  have  a  right 
to  be  served  in  both,  and  it  is  the  duty  of  the  state 
to  see  that  they  are.  The  removed  officer  has  no 
right  to  keep  the  records,  and  the  removed  com¬ 
pany  has  no  right  to  keep  the  road.  If  this  law  be 
unconstitutional  because  it  takes  the  road  from  the 
company,  then  it  folloivs  that  no  charter  of  a  rail¬ 
road,  canal  or  turnpike  company  can  ever  be  re¬ 
pealed  however  clear  the  right,  nor  forfeited  hoiv- 
ever  gross  the  abuse,  without  leaving  the  highway  in 
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the  possession  of  the  corporators  as  their  private 
property,  and  giving  them,  as  private  oivners,  a  con¬ 
trol  over  it  infinitely  greater  and  more  dangerous 
than  they  had  before/^ 

Under  the  authorities  above  cited,  there  can  be  no 
question  but  that  railroads  are  public  highways  dedicated 
to  a  public  use  and  not  private  property,  and  that  rail¬ 
road  officers,  are  in  a  sense,  public  trustees.  The  railroads 
are  bound  to  exercise  their  franchises  wuthin  the  limits 
of  rights  and  privileges  granted,  or  forfeit  them  when 
the  property  ceases  to  be  used  for  the  public  benefit. 

3.  No  allowance  should  be  made  for  unearned  incre¬ 
ment  over  and  above  actual  cost  in  determining  the 
present  value  of  railroad  rights  of  way. 

We  have  discussed  the  importance  of  original  cost  to 
date  in  ascertaining  present  fair  value  for  rate-making 
purposes.  It  is  now  our  further  contention  that,  by  rea¬ 
son  of  the  public  status  of  railroads  and  the  fact  that 
their  rights  of  way  are  public  highways,  the  actual  cost 
of  such  rights  of  way  more  nearly  represents  their  fair 
present  value  for  railroad  purposes. 

It  is  true  that  this  Commission  has  refused  to  attempt, 
in  certain  instances,  to  ascertain  the  original  cost  of 
carrier  lands  when  the  information  is  of  such  a  nature  as 
to  render  the  estimate  inaccurate  and  uncertain.  How¬ 
ever,  it  is  submitted  that  when  the  sources  of 
information  are  of  such  a  character  as  to  insure  a  finding 
of  actual  cost  reasonably  accurate,  the  Commission  should 
give  great  weight  to  such  cost,  when  determined,  in  arriv¬ 
ing  at  the  present  value  of  the  carrier  lands  and  ter¬ 
minals. 

In  Willcox  V.  Consolidated  Gas  Co.  (see  supra) only 
question  entering  into  the  subject  of  the  present  value 
of  the  utilities  plant  was  the  property  upon  which  such 
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plant  was  situated  and  many  elements  were  lacking  which 
would  of  necessity  enter  into  a  consideration  of 
the  value  of  railroad  lands  and  terminals.  The  court 
only  attempted  to  lay  down  a  general  rule  that  if  the 
property  which  legally  enters  into  the  question  of  rates 
has  increased  in  value  since  its  acquisition,  the  company 
would  be  entitled  to  such  increase,  hut  the  general  rule  is 
qualified  with  the  statement  that : 

‘^We  do  not  say  that  there  may  not  possibly  be  an 
exception  to  it,  where  the  property  may  have  in¬ 
creased  so  enormously  in  value  as  to  render  a  rate 
permitting  a  reasonable  return  upon  such  increased 
value  unjust  to  the  public. 

In  the  Minnesota  Bate  Case,  however,  the  court  denied 
that  an  allowance  should  be  made  to  the  carrier  for  the 
unearned  increment  in  railroad  lands  over  and  above 
its  investment  and  in  excess  of  the  value  of  adjoining 
lands  having  a  similar  character,  when  it  was  said  that 
(p.  455) : 

^^The  increase  sought  for  ^railway  value’  in  these 
cases  is  an  increment  over  all  outlays  of  the  carrier 
and  over  the  values  of  similar  land  in  the  vicinity. 
It  is  an  increment  ivhich  cannot  be  referred  to  any 
known  criterion,  but  must  rest  on  a  mere  expres¬ 
sion  of  judgment  ivhich  finds  no  proper  test  or  stand¬ 
ard  in  the  transactions  of  the  business  world.  It  is 
an  increment  which,  in  the  last  analysis,  must  rest 
in  an  estimate  of  the  value  of  the  railroad  use  as 
compared  with  other  business  uses;  it  involves  an 
appreciation  of  the  return  from  the  rates  (when  rates 
themselves  are  in  dispute)  and  a  sweeping  general¬ 
ization  embracing  substantially  all  the  activities  of 
the  community.  For  an  alloivance  of  this  character 
there  is  no  warrant.  *  *  *  yv'e  therefore  hold 

that  it  was  error  to  base  the  estimates  of  value  of 
right-of-way,  yards,  and  terminals  upon  the  so-called 
‘railway  value’  of  the  property.  The  company  woidd 
certainly  have  no  ground  of  complaint  if  it  wer6 
alloived  a  value  for  these  lands  equal  to  the  fair 
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average  market  value  of  similar  land  in  the  vicinity , 
without  additions  hy  the  use  of  multipliers^  or  other¬ 
wise,  to  cover  hypothetical  outlays/^ 

It  has  been  argued  that  unearned  increment  in  the 
value  of  lands  must  be  recognized  because  included  in  a 
valuation  upon  which  the  railroad  is  obliged  to  pay  taxes. 
The  fallacy  of  this  argument,  we  submit,  is  quite  appar¬ 
ent.  Taxes  are  in  reality  paid  as  a  portion  of  operating 
expense.  It  is  immaterial  to  the  carrier  whether  taxes  are 
assessed  at  a  high  or  low  valuation  provided  the  public 
performs  its  duty  in  paying  the  cost  of  the  service. 

It  is  our  conclusion,  that  since  railroads  are  public 
highways,  the  actual  cost  of  railroad  lands  and  terminals, 
wherever  found  by  this  Commission,  more  nearly  meas¬ 
ures  their  present  value,  and  that  in  any  event,  the  utmost 
that  can  he  claimed  by  the  carriers  is  their  present  fair 
value  measured  bv  the  value  of  similar  lands  in  the 
vicinity. 


VI. 

OTHER  ELEMENTS  OF  VALUE  OR  INTANGIBLE 

VALUES. 

While  the  courts  have  always  disregarded  fictitious 
values  and  impro^fident  and  unwise  expenditures  in  de¬ 
termining  fair  value,  still  in  addition  to  the  tangible 
value  they  have  also  considered  that  some  weight  should 
be  attributed  to  intangible  values  of  property  devoted 
to  public  use,  hut  only  when  clearly  proven  to  exist.  The 
amount  allowed  must  always  be,  under  all  circumstances, 
first,  fair  to  the  public  and,  on  the  other  hand,  the  just 
compensation  rightfully  belonging  to  the  utility. 

The  carriers  claim  that,  applied  to  railroad  property 
as  a  unit,  the  following  elements  of  intangible  values 
should  be  considered  by  this  Commission : 
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1.  Value  as  a  going  concern. 

2.  Value  of  franchises. 

3.  Value  of  favorable  location. 

4.  Value  of  ownership,  unity,  use  and  connected  op¬ 
eration. 

1.  The  intention  of  the  Congress — Report  of  the  Sen¬ 
ate  Conmiittee. 

The  Senate  Committee’s  report  on  the  railroad  valu¬ 
ation  bill  states  (62nd  Cong.,  Senate  Report  No.  1290) : 

^^(4)  Other  values  and  elements  of  value — that 
is,  intangible  values. 

^^This  classification  provides  for  going  value,  good¬ 
will  value,  and  franchise  value.  Whether  any  or  all 
of  these  values  will  be  considered  by  the  commis¬ 
sion  or  the  courts  in  determining  the  fair  value  of 
the  property,  and,  if  so,  what  importance  shall  at¬ 
tach  to  them,  is  a  matter  for  the  commission  and 
the  courts.  Especially  as  to  intangible  values,  the 
commissions  and  the  courts  are  in  a  transition  period. 
The  elements  of  value  which  will  finally  constitute 
fair  value  for  rate-making  purposes  are  steadily 
narrowing.  They  are  not  expanding.  No  decision  by 
commission  or  court  will  stand  which  is  ultimately 
found  to  be  unfair  to  the  public  or  to  the  common 
carrier.  The  committee  has,  it  is  believed,  provided 
for  ascertaining  every  element  of  value  which,  upon 
recognized  authority,  should  be  considered.” 

In  determining  what  allowance  should  be  made  for 
the  intangible  values,  it  is  submitted,  due  consideration 
must  be  given  to  the  fact  that  this  hearing,  as  we  have 
shown,  is  to  ascertain  value  primarily  as  a  basis  for  rate¬ 
making  purposes,  and  not  for  other  valuation  purposes. 

2.  Value  as  going  concern. 

Going  value”  or  that  value  which  inures  to  a  public 
utility  by  reason  of  the  fact  that  it  is  in  successful  oper- 
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ation,  or  a  going  concern  mth  sufficient  business  attached 
to  enable  it  to  enjoy  a  return  on  its  investment,  is  a  value 
wbicb  must  necessarily  be  taken  into  consideration  in 
valuing  a  public  utility  and  the  courts  have  so  held.  Un¬ 
compensated  losses  incurred  in  the  development  period  of 
the  enterprise  or,  stated  in  another  way,  the  ^‘amount  on 
account  of  which  early  failure  to  earn  a  fair  return  has 
not  been  offset  by  subsequent  earnings  in  excess  of  a  fair 
return,  ’  ^  and  other  matters  of  a  similar  nature  may  well 
be  taken  into  consideration  as  evidence  of  going  value, 
hut  when  going  value  as  above  defined  has  been  deter¬ 
mined  all  such  matters,  if  proven,  have  been  included. 

There  are  only  three  decisions  of  the  Supreme  Court 
of  the  United  States  that  we  are  aware  of  which  have 
specifically^  passed  upon  the  question  of  going  value  due 
to  successful  operation.  They  are  Des  Moines  Gas  Com¬ 
pany  V.  City  of  Des  Moines,  238  U.  S.  153;  Cedar  Rapids 
Gas  Light  Co.  v.  Cedar  Rapids,  223  U.  S.  655,  and  Omaha 
V.  Omaha  Water  Co.,  218  U.  S.  180. 

In  the  Des  Moines  Gas  Case,  the  court,  in  considering 
the  question  of  whether  or  not  the  Master  properly  in¬ 
cluded  an  allowance  for  going  value,  said  (pp.  165-167) : 

^  ‘  ^  Going  value  ’  or  ^  going  concern  value,  ’  i.  e.,  the 
value  ivhich  inheres  in  a  plant  where  its  business  is 
established  as  distinguished  from  one  ivhich  has  yet 
to  establish  its  business,  has  been  the  subject  of  much 
discussion  in  rate  making  cases  before  the  courts 
and  commissions.  Many  of  these  cases  are  collected 
in  Whitten  on  Waluation  of  Public  Service  Corpora¬ 
tions,’  Sections  550-569,  and  the  supplement  to  the 
same  work.  Sections  1350-1385.  That  there  is  an 
element  of  value  in  an  assembled  and  established 
plant,  doing  business  and  earning  money,  over  one 
not  thus  advanced,  is  self-evident.  This  element  of 
value  is  a  property  right,  and  should  be  considered 
in  determining  the  value  of  the  property,  upon  which 
the  oivner  has  a  right  to  make  a  fair  return  when  the 
same  is  privately  owned  although  dedicated  to  pub- 
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lie  use.  Each  case  must  be  controlled  by  its  own 
circumstances,  and  the  actual  question  here  is :  In 
view  of  the  facts  found,  and  the  method  of  valuation 
used  by  him,  did  the  Master  sufficiently  in¬ 
clude  this  element  in  determining  the  value  of  the 
property  of  this  company  for  rate  making  pur¬ 
poses?  *  *  *  pointed  out  in  the  Cedar  Rap¬ 

ids  Case,  if  return  is  to  be  regarded  beyond  that  com¬ 
pensation  which  a  public  service  corporation  is  enti¬ 
tled  to  earn  upon  the  fair  value  of  its  property,  the 
right  to  regulate  is  of  no  moment  and  income  to  which 
the  corporation  is  not  entitled  would  become  the  basis 
of  valuation  in  determining  the  rights  of  the  public. 
When,  after  a  hearing,  a  long  established  and  suc¬ 
cessful  plant  of  this  character  is  valued  for  rate 
making  purposes,  and,  the  value  of  the  property 
fixed  as  the  Master  certifies  upon  the  basis  of  a  plant 
in  successful  operation,  and  overhead  charges  have 
been  allowed  for  the  items  and  in  the  sums  already 
stated,  it  cannot  be  said,  in  view  of  the  facts  in  this 
case,  that  the  element  of  going  value  has  not  been 
given  the  consideration  it  deserves,  and  the  appel¬ 
lant  ’s  contention  in  this  behalf  is  not  sustained.  ^  ^ 

In  the  case  last  cited  as  well  as  in  the  Cedar  Rapids 
Case  (see  quotation  post),  the  refusal  of  the  lower  courts 
to  make  an  additional  lump  sum  allowance  was  upheld 
by  the  Supreme  Court. 

The  only  decision  of  that  court  in  which  an  allowance 
of  such  lump  sum  was  upheld  is  the  Omaha  Case,  supra, 
a  purchase  and  not  a  rate  making  case.  The  court,  how¬ 
ever,  made  a  clear  distinction  in  this  connection  between 
a  case  of  purchase  and  rate  making,  when  it  said : 

‘^That  there  is  a  difference  between  even  the  cost 
of  duplication,  less  a  depreciation,  of  the  elements 
making  up  the  water  company  plant,  and  the  commer¬ 
cial  value  of  the  business  as  a  going  concern,  is  evi¬ 
dent.  Such  an  allowance  was  upheld  in  National 

-  Waterworks  v.  Kansas  City,  62  Fed.  Rep.,  853,  where 
the  opinion  was  by  Mr.  Justice  Brewer.  We  can  add 
nothing  to  the  reasoning  of  the  learned  Justice,  and 
shall  not  try  to.  That  case  has  been  approved  and 


54 


followed  ill  Gloucester  Water  Co.  v.  Gloucester,  177 
Mass.,  365,  and  Norwich  Gas  Co.  v.  City  of  Norwich, 
76  Conn.,  565.  No  such  question  was  considered  in 
either  Knoxville  v.  Knoxville  Water  Co.,  212  U.  S. 
1,  or  Willcox  V.  Consolidated  Gas  Co.,  212  U.  S.  19. 
Both  cases  were  rate  cases,  and  did  not  concern  the 
ascertainment  of  value  under  contracts  of  sale/^ 

It  is  to  be  noted  that  an  allowance  was  here  justified  by 
distinguishing  between  value  in  purchase  cases  and  value 
for  rate  making  purposes  and  that  as  to  purchase  cases 
the  value  to  he  determined  was  held  to  he  the  ^‘commer¬ 
cial  value  of  the  business,  as  a  going  concern.^ ^ 

As  above  suggested  there  are  cases  in  which  allowance 
should  be  made  to  the  carriers  in  determining  going  con¬ 
cern  value  for  actual  expenditure  of  money  in  the  early 
development  of  the  utility  business  provided,  however, 
that  the  money  so  expended  w^as  proved  to  be:  (1)  ac¬ 
tually  necessary  for  development  purposes,  (2)  was  ex¬ 
pended  within  a  reasonable  time,  (3)  in  the  exercise  of 
sound  business  judgment  and  (4)  the  amount  allowed  for 
the  item  must,  under  all  considerations,  be  fair  to  both 
the  public  and  the  carriers.  If  the  early  failure  to  earn 
a  fair  return  has  been  otf-set  by  subsequent  earnings  in 
excess  of  a  fair  return,  no  allowance  should  be  made 
therefore. 

In  the  Des  Moines  Gas  case  (cited  supra),  the  court 
further  said  (pp.  165-166) : 

‘‘Included  in  going  value  as  usually  reckoned  is 
the  investment  of  organizing  and  establishing  the 
business  which  is  not  embraced  in  the  value  of  its 
actual  physical  property.  In  this  case,  what  may  be 
called  the  inception  cost  of  the  enterprise  entering 
into  the  establishment  of  a  going  concern  had  long 
since  been  incurred.  The  present  company  and  its 
predecessors  had  long  carried  on  business  in  the 
City  of  Des  Moines  under  other  ordinances,  and  at 
higher  rates  than  the  ordinance  in  question  estab¬ 
lished.  For  ought  that  appears  in  this  record,  these 
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expenses  may  have  been  already  compensated  in 
rates  charged  and  collected  nnder  former  ordinances. 
As  we  have  said,  every  presumption  is  in  favor  of 
the  legitimate  exercise  of  the  rate-making  power ^  and 
it  is  not  to  he  presumed^  without  proof,  that  a  com- 
is  under  the  necessity  of  making  up  losses  and  ex¬ 
penditures  incidental  to  the  experimental  stage  of  its 
business/^ 

Going  value  when  considered  in  connection  with  the  re¬ 
production  method  at  best  is  little  better  than  guess  work 
and  for  that  reason  and  because  of  the  fact  that  the  term 
itself  indicates  that  the  plant  is  in  actual  operation,  it  is 
devoid  of  any  substantial  merit. 

There  has  been  much  confusion  in  the  use  of  the  terms 
‘‘good-wilP’  and  ^ Agoing  concern  value.’’  They  have 
sometimes  been  treated  as  synonymous  terms,  and,  to 
add  still  further  confusion,  the  term  ‘‘good-will”  has 
been  used  in  two  senses :  (1)  the  commercial  sense  based 
upon  the  personal  standing  of  the  founder  or  which  at¬ 
taches  to  the  firm  name  and  place  of  business  and  (2) 
that  species  of  intangible  value  that  comes  “from  the 
gradual  building  up  of  a  complete  organization  in  the 
successful  operation  of  an  established  business.”  The 
later  decisions  have  denied  the  right  of  the  utility  to  cap¬ 
italize  good  will,  in  the  sense  that  the  term  is  ordinarily 
understood  when  applied  to  public  utilities,  namely;  mo¬ 
nopoly. 

In  Cedar  Rapids  Gas  Light  Co,  v.  City  of  Cedar 
Rapids,  223  U.  S.  655,  in  delivering  the  opinion  affirming 
the  action  of  the  State  Court,  Mr.  Justice  Holmes  said  (p. 
669-670) : 

“Then  again,  although  it  is  argued  that  the  court 
excluded  going  value,  the  court  expressly  took  into 
account  the  fact  that  the  plant  was  in  successful  op¬ 
eration.  What  it  excluded  was  the  good-will  or  ad¬ 
vantage  incident  to  the  possession  of  a  monopoly ,  so 
far  as  that  might  he  supposed  to  give  the  plaintiff  the 
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power  to  charge  more  than  a  reasonable  price.  Will- 
cox  V.  Consolidated  Gas  Co.,  212  U.  S.  19,  52.  An 
adjustment  of  this  sort  under  a  power  to  regulate 
rates  has  to  steer  between  Scylla  and  Charybdis.  On 
the  one  side  if  the  franchise  is  taken  to  mean  the 
most  profitable  return  that  could  be  got,  free  from 
competition,  is  protected  by  the  Fourteenth  Amend¬ 
ment,  then  the  power  to  regulate  is  null.  On  the 
other  hand,  if  the  power  to  regulate  withdraws  the 
protection  of  the  Amendment  altogether,  then  the 
property  is  nought.  This  is  not  a  matter  of  economic 
theory,  but  of  fair  interpretation  of  a  bargain. 
Neither  extreme  can  have  been  meant.  A  midway 
between  them  must  be  hit.  ’  ^ 

3.  Value  of  franchises. 

No  allowance  should  be  made  to  the  carriers  for  the 
value  of  franchises  unless  actually  paid  for  and  in  the 
amount  paid,  for  the  reason  that  a  railroad  should 
not  be  permitted  to  capitalize  against  the  public  a  privil¬ 
ege  conferred  for  the  public  benefit.  No  such  allowance 
has  ever  been  made  by  the  Supreme  Court  of  the  United 
States  in  a  rate-making  proceeding,  except  in  Willcox  v. 
Consolidated  Gas  Co.,  supra,  in  which  the  state  was 
estopped  to  deny  a  value  which  it  had  fixed. 

In  Lincoln  Gas  &  Electric  Light  Co.  v.  City  of  Lincoln, 
182  Fed.  926,  District  Judge  W.  H.  Hunger,  in  explaining 
the  exclusion  of  franchise  value  said  (p.  928) : 

do  not  allow  anything  as  the  value  of  complain¬ 
ants  franchise.  It  does  not  appear  from  the  allega¬ 
tions  of  the  bill  or  proofs  that  anything  was  paid  to 
the  city  for  the  franchise;  the  city  simply  granted  to 
the  complainant,  without  compensation,  the  right  to 
use  the  public  streets  and  alleys  for  the  purpose  of 
constructing  and  operating  its  plant.  This  was  a  mere 
right  and  privilege  to  the  complainant  and  did  not 
involve  an  expenditure  of  money.  While  it  is  true  a 
franchise  is  a  property  right,  which  will  protect  the 
complainant  in  its  use  of  the  streets  and  alleys  for 
the  purposes  expressed,  yet  it  involves  no  invest- 
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ment  of  money,  complainant’s  investment  being  in 
its  tangible  property  under  authority  of  the  fran¬ 
chise,  and  the  public  ought  not  to  be  taxed  for  a 
privilege  which  it  has  voluntarily  granted.  I  do  not 
think  that  there  is  anything  in  the  case  of  Willcox 
V.  Consolidated  Gas  Co.  which  conflicts  with  this 
view.  ’  ’ 

On  appeal  to  the  Supreme  Court  of  the  United  States 
(223  U.  S.  349)  the  decision  of  the  lower  court  was  re¬ 
versed  and  the  cause  remanded  but  the  contention  of  the 
company,  that  there  should  have  been  included  in  fair 
value  a  sum  for  ^ ^promotion  of  business,  going  value  and 
franchise,”  was  not  discussed. 

Cumberland  Telephone  S  Telegraph  Co.  v.  City  of 
Louisville,  187  Fed.  637,  was  a  suit  to  enjoin  the  enforce¬ 
ment  of  a  rate  prescribed  by  a  city  ordinance,  and  in  re¬ 
fusing  to  make  an  allowance  for  franchise  value  under 
the  facts  in  the  case.  District  Judge  Evans  said  (p.  647) : 

‘^But  while  a  franchise  is  a  possession  of  great 
value  to  a  telephone  company  in  any  city,  it  must  be 
remembered  that  the  franchise  in  this  case  was  given 
freely  and  without  price.  *  *  *  As  it  was  a  free 
bestowment  by  the  people,  and  could  not  figure  as  an 
item  of  expense  in  the  original  cost  of  the  plant,  and 
as  no  direct  proof  was  tendered  as  to  its  present 
value,  ^  *  we  are  disposed  to  ignore  it  as  one 

of  the  values  upon  which  a  fair  return  may  be  earned 
by  rates  charged  to  the  people  who  gave  it.’^ 

Again,  the  Supreme  Court  of  Missouri  in  Home  Tele¬ 
phone  Co.  V.  City  of  Carthage,  235  Mo.  644,  139  S.  W.  547, 
in  which  fair  value  was  based  upon  reproduction  cost  less 
existing  depreciation,  refused  to  consider  an  item  it  stated 
might  represent  ^‘the  good-will  or  franchise  value  of  the 
business  when  the  plant  was  purchased,”  and  said  (p. 
551)  : 

<  <  There  is  no  testimony  tending  to  prove  that  there 
was  any  tangible  property  whatever,  at  the  time  of 
the  valuation,  represented  by  this  item  of  $23,038.75. 
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Whether  it  represented  what  had  been  paid  for  the 
good-will  or  franchise  value  of  the  business  when  the 
plant  was  purchased,  or  whether  the  property  orig¬ 
inally  purchased  had  depreciated  or  gone  into  disuse 
to  that  extent  does  not  appear,  but  in  either  case  we 
are  not  aware  of  any  principle  of  law  which  would 
justify  including  it  as  a  part  of  the  property  which, 
at  the  time  of  the  adoption  of  ordinance  926,  was 
‘being  used  for  the  public/ 

The  New  York  Commission  in  MayJiew  v.  Kings^ 
County  Lighting  Co.,  2  P.  S.  C.,  1st  D.  (N.  Y.)  — ,  decided 
October  20,  1911  (cited  in  Whitten  on  Valuation  of  Pub¬ 
lic  Service  Corporations,  Vol.  I,  pp.  623-625),  refused  to 
allow  as  part  of  the  fair  value  of  the  property  a  lucrative 
contract  with  the  city  unrepresented  by  any  investment 
of  the  utility,  and  said: 

‘  ‘  The  contention  of  the  company  as  represented  by 
the  testimony  of  this  witness  in  substance  is  that  the 
profits  from  this  contract  for  its  remaining  life  shall 
be  capitalized,  that  the  amount  thus  reached  shall  be 
added  to  the  fair  value  of  its  property  and  that  the 
rates  shall  be  such  as  will  provide  a  fair  return 
thereon.  In  other  words,  the  city  or  the  tax-payers 
must  pay  an  exorbitant  price  for  street  lighting,  and 
yet  the  general  consumers  must  pay  enough  to  yield 
an  ample  return  (10  per  cent,  is  urged)  upon  the 
capitalized  value  of  such  abnormal  profits  *  *  *. 

The  absurdity  of  such  a  contention  is  apparent. 
Paraphrased,  it  is  that  the  more  the  city  pays  the 
more  the  consumer  must  pay.  If  there  is  any  rela¬ 
tionship  behveen  these  two  factors,  it  is  that  the  more 
the  city  pays,  the  less  the  consumer  should  pay,  and 
this  has  been  recognized  in  many  franchises  for 
water  and  lighting  plants.  *  *  *  Apparently,  the 
original  plant  was  built  principally  with  a  view 
to  this  business,  and  the  contract  was  a  very  import¬ 
ant  inducement  to  the  company  to  begin  operation. 
It  is  obviously  unfair  that  this  very  contract  should 
be  used  to  make  the  public  pay  a  higher  rate  than 
they  otherwise  would.  *  *  *  The  Commission  can 
find  no  reason  in  law  or  equity  which  would  justify 
the  capitalization  of  the  street  lighting  contract  and 
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the  inclusion  of  such  capitalization  in  the  ^fair  value’ 
upon  which  the  company  is  entitled  to  earn  a  fair  re¬ 
turn  from  the  sale  of  gas  to  general  consumers.” 

In  the  Cedar  Rapids  Case  the  Supreme  Court  of  the 
United  States  seems  to  have  definitely  rejected  the  claim 
that  franchise  value  should  be  included  in  fair  value  for 
rate  making  purposes.  Upon  appeal  from  the  state  court 
the  public  utility  contended  that  a  substantial  amount 
should  be  included  for  both  going  concern  and  franchise 
value,  and  in  disposing  of  this  contention,  Mr.  Justice 
Holmes  stated  that  in  fixing  fair  value  for  rate  making 
purposes  where  a  court  had  taken  ‘4nto  account  the  fact 
that  the  plant  was  in  successful  operation”  (223  U.  S.  at 
p.  669),  the  utility  had  received  full  allowance  for  the 
intangible  items  claimed. 

A  great  many  additional  authorities  could  be  cited  to 
the  same  effect.  While  it  is  conceded  that  when  a  public 
utility  actually  pays  for  its  franchise  the  amount  paid, 
if  reasonable,  should  be  included  in  the  fair  value  of  its 
property,  the  great  weight  of  authority  is  most  decidedly 
against  an  allowance  for  franchise  value,  unrepresented 
by  an  expenditure  of  money,  in  a  valuation  for  rate-mak¬ 
ing  purposes. 

4.  Value  of  favorable  location. 

Favorable  location,  claimed  by  the  carriers  as  an  in¬ 
tangible  element  which  should  be  considered  in  ascertain¬ 
ing  fair  value,  may  be  of  two  kinds  (1)  in  reference  to 
traffic  conditions  and  (2)  in  reference  to  economy  of  oper¬ 
ation.  Under  the  market  value  theory  which,  under  the 
authorities  cited  supra,  can  never  be  applied  in  fixing 
reasonable  rates,  favorable  location  adds  to  the  value  of 
the  railroad. 

A  common  illustration  would  be  such  a  one  as  Mr. 
Whitten  refers  to  (Valuation  of  Public  Service  Corpora- 
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tions,  VoL  I,  pp.  52-53),  where  a  railroad  enjoys  the  ad¬ 
vantage  of  being  constructed  on  the  only  available  route 
running  through  a  narrow  pass  or  valley  and  has  termi¬ 
nals  which  monopolize  the  most  favorable  locations. 
Under  such  circumstances  the  carriers  would  capitalize 
all  such  monopolistic  advantages,  it  being  argued  that 
any  competitive  railroad  would  have  less  traffic  and 
would  necessarily  be  compelled  to  pay  more  for  construc¬ 
tion,  operation  and  much  more  per  unit  of  traffic.  Since 
under  such  conditions  the  rates  that  would  be  charged 
by  such  hypothetical  competitor  would  be  corresponding¬ 
ly  high,  it  is  contended  by  the  carriers  that  the  rates  of 
the  existing  railroad  should  be  determined  on  the  basis 
of  the  rates  which  the  possible  competitor  would  be  al¬ 
lowed.  From  this  the  net  returns  under  rates  so  fixed 
would  be  capitalized  to  fix  market  value  which  in  most 
cases  would  greatly  exceed  both  original  cost  to  date  and 
reproduction  cost  less  depreciation. 

The  fallacy  of  this  argument  has  been  pointed  out  by 
Mr.  Whitten  when  he  says  {id.  Vol.  I,  pp.  54-55) : 

‘‘To  be  sure,  the  theory  is  that  rates  are  based  on 
a  fair  return  on  the  market  value  of  the  roads  under 
reasonable  rates.  The  impossibility  of  basing  reason¬ 
able  rates  on  a  market  value  that  is  itself  determined 
by  reasonable  rates  is  apparent.  It  is  a  clear  case  of 
reasoning  in  a  circle.  We  have  the  evident  absurdity 
of  requiring  the  answer  to  the  problem  before  we  can 
undertake  its  solution.  The  advocates  of  the  market 
value  theory  cannot  really  mean  what  they  say. 
Market  value  is  really  not  part  of  the  process  but 
the  final  residt.^^ 

Whether  the  claim  for  an  allowance  for  value  of  favor¬ 
able  location  in  fixing  reasonable  rates  be  based  on  the 
market  value  theory  or  any  other  theory  it  is  an  attempt 
to  capitalize  against  the  public  the  railroad^ s  ability  to 
serve  the  public  in  a  more  efficient 'manner  than  another 
existing  railroad  or  a  hypothetical  competitor. 
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This  item  was  considered  in  connection  with  other  in¬ 
tangible  railroad  assets  in  the  South  Dakota  railroad  ap¬ 
praisement.  The  Board  of  Eailroad  Commissioners 
(21st  Annual  Kep.  1910,  p.  28),  in  publishing  the  report 
of  Carl  C.  Witt,  the  engineer  in  charge  of  the  appraisal, 
said: 

^^We  do  not  believe  that  the  good-will  of  a  rail¬ 
way  company  the  supposed  franchise  value,  the  ad¬ 
vantage  due  to  strategic  location,  *  *  *  should  be 
taken  into  consideration  for  the  purpose  of  arriving 
at  a  value  of  the  railway  company’s  property.  These 
are  properly  matters  to  be  considered  in  connection 
with  the  ability  of  the  company  to  get  business,  in¬ 
crease  their  earning  capacity,  and  perform  services 
to  the  public  at  a  proportionately  lower  charge/^ 

i  i  charged  to  the  public  for  the  transporta¬ 
tion  of  property  should  not  be  based  *  *  *  upon 

amy  charge  for  the  efficiency  of  its  organization  of 
the  company  to  perform  its  duties  to  the  public/^ 

No  case  can  be  cited  in  which  a  separate  allowance  has 
been  made  for  the  so-called  location  value  and  it  is  sub¬ 
mitted  that  no  allowance  whatever  should  be  made  there¬ 
for  by  the  Commission. 

5.  Value  of  unity,  use  and  connected  operation. 

This  intangible  value  is  very  similar  in  character  to 
that  of  favorable  location  and  franchise  values  in  that  it 
is  based  upon  the  ability  of  the  public  utility  to  per¬ 
form  its  duties  to  the  public.  Every  public  utility  is 
supposed  to  perform  its  public  functions  with  the  utmost 
possible  efficiency  consistent  with  its  facilities.  To  allow 
for  this  intangible  element  would  be  to  capitalize  its 
ability  to  serve  the  public,  a  function  which  it  is  bound 
to  perform  under  its  franchise  or  forfeit  the  privileges 
it  enjoys. 

As  regards  the  interchange  of  traffic,  when  the  rail- 
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road  lias  been  compensated  for  all  the  costs  of  such  in¬ 
terchange,  including  a  return  upon  the  investment,  the 
privilege  and  duty  of  such  interchange  should  not  be 
capitalized  to  secure  still  higher  rates. 

As  pointed  out  above,  the  Supreme  Court  of  the  United 
States  in  the  Minnesota  Rate  Case  refused  to  allow  a 
railroad  an  unearned  increment  over  the  fair  market 
value  of  land  ‘^by  reason  of  any  added  value  supposed 
to  result  from  its  combination  with  tracts  acquired  from 
others,  so  as  to  make  it  a  part  of  a  continuous  railroad 
right  of  way  held  in  one  ownership.’’ 

No  rate  making  case  has  so  far  been  cited  in  which  an 
allowance  has  been  made  for  this  item.  Tax  and  pur¬ 
chase  cases  are  not  applicable  since,  for  the  reasons 
previously  mentioned,  the  principles  relating  to  taxation 
and  purchase  are  not  the  same  as  those  involved  in  a 
valuation  for  rate  making  purposes. 


The  general  principle  that  no  intangible  values  should 
be  allowed  unless  actually  proved  to  exist  was  adopted  by 
this  Commission  in  the  tentative  valuation  in  the  Texas- 
Midland  Case  and  we  assume  this  will  be  its  general  pol¬ 
icy,  follo^ving  the  rule  laid  down  in  the  Bes  Moines  Gas 
Case.  Whatever  Aveight  be  attributed  to  intangible  ele¬ 
ments  of  value,  due  allowance  should,  we  submit,  be  made 
for  the  fact  that  to  a  certain  extent  these  items  will  also 
necessarily  be  considered  in  determining  the  three  cost 
values,  and  in  arriving  at  the  present  fair  value  of  rail¬ 
road  property,  earnings,  if  any,  in  the  later  years  of  the 
enterprise,  in  excess  of  a  fair  return  on  the  investment, 
should  be  debited  from  the  amount  of  uncompensated 
losses  incurred  in  the  development  of  the  railroad. 
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VII. 

FAIR  VALUE  FOR  RATE  MAKING  PURPOSES. 

Inasmuch  as  this  subject  has  been  fully  considered 
under  previous  headings,  it  is  our  purpose  here  to  draw 
general  conclusions  only  from  cases  above  cited. 

1.  Must  be  determined  as  a  matter  of  judgment  and 
not  as  a  matter  of  mathematical  deduction. 

It  is  apparent  from  the  decisions  of  the  courts  that  no 
fixed  rule  has  so  far  been  determined  by  means  of  which 
a  mathematical  deduction  of  present  fair  value  for  rate 
making  purposes  can  be  made.  In  fact  the  Congress,  at 
the  time  the  Valuation  Act  was  passed,  was  fully  aware 
that  the  courts  were  then  in  a  ^ transition  period,’’  that 
weight  then  attributed  to  any  one  of  the  various  elements 
of  value  might  in  the  future  be  either  lessened  or  in¬ 
creased,  and  further  recognized  the  possibility  that  some 
of  such  elements  might  in  the  future  he  altogether  dis¬ 
carded. 

The  later  decisions  have  also  regarded  the  elements  of 
value  entering  into  a  rate  making  proceeding  simply  as 
factors  to  be  considered  upon  which  the  judgment  of  the 
court  or  commission  is  to  be  based.  The  weight  to  be 
attributed  to  any  such  item  is  of  course  largely  dependent 
upon  the  facts  in  each  particular  case,  and,  as  we  have 
contended,  original  cost  to  date  is  a  most  important  ele¬ 
ment  to  be  used  in  arriving  at  the  fair  value  of  the 
properly.  No  method  of  mathematical  deduction  could 
possibly  he  devised  which  would  be  fair  to  both  the  pub¬ 
lic  and  the  utility  in  all  cases. 

2.  Value  deduced  for  rate  purposes  must  be,  first,  fair 
to  the  public  and  second,  fair  to  the  carrier. 
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The  principle  running  through  all  the  decisions  above 
cited  is  that  whatever  method  is  employed  in  determining 
fair  value  for  rate  making  purposes,  fairness  to  the  pub¬ 
lic  must  ever  be  the  first  consideration  and  then  fairness 
to  the  utility.  The  following  quotation  from  10  Corpus 
Juris  (pp.  411-413)  and  authorities  therein  cited  clearly 
sustain  this  view: 

<  i  rights  of  carriers  and  the  public  with  respect 
to  rates  are  reciprocal.  The  carrier  is  entitled  to 
ask  a  fair  return  on  the  value  of  that  which  it  em¬ 
ploys  for  the  public  convenience,  and  considerations 
of  public  interest  cannot  be  invoked  as  a  ground  to 
compel  a  carrier  to  maintain  a  rate  denying  it  proper 
compensation.  *  *  *  On  the  other  hand,  what  the 
public  is  entitled  to  demand  is  that  no  more  be  ex¬ 
acted  from  it  than  what  the  services  rendered  are 
reasonably  worth.  (Citing  many  cases,  including 
Covington,  etc..  Turnpike  Eoad  Co.  v.  Sanford,  164 
U.  S.  578.)  *  *  *  Reasonable  compensation  for 

the  service  actually  rendered  is  all  that  a  carrier  is 
permitted  to  exact,  either  at  common  law  or  under 
statutes  specially  regulating  the  subject.*  *  *  It 

happens  not  infrequently  that  the  reciprocal  rights 
under  consideration  cannot  stand  together,  and  for 
obvious  reasons  the  right  of  the  carrier  must  yield 
to  the  right  of  the  public  in  that  event.  In  other 
words,  the  reasonable  value  of  the  service  may  be  in¬ 
sisted  on,  even  though  charges  so  limited  ivoidd  fail 
to  produce  a  fair  return  to  the  carrier  on  its  invest¬ 
ment.  If  for  any  reason  the  carrier’s  business  can¬ 
not  reasonably  be  so  conducted  as  to  render  a  profit, 
the  loss  must  fall  on  the  carrier.  Easily  understood 
applications  of  the  principle  occur  where,  in  con¬ 
struction  or  purchase,  more  money  has  been  put  into 
a  plant  than  is  required  for  one  adequate  to  the 
demands  of  the  community  in  which  such  plant  is 
located;  where  the  plant  has  been  built  at  an  ex¬ 
travagant  and  wasteful  cost,  or  is  not  well  adapted 
to  the  uses  for  which  it  was  intended;  where  the  con¬ 
struction  was  at  a  time  when  material  and  labor  were 
at  the  highest  price,  so  that  the  actual  cost  far  ex¬ 
ceeds  the  present  value;  or  where  there  is  great 
waste  and  extravagance  in  the  management  of  the 
carrier’s  property.” 
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CONCLUSION. 

This  Brief  and  Argument  is  presented  on  behalf  of  the 
Public  Utilities  Commission  of  Illinois  with  the  realiza¬ 
tion  of  the  tremendous  questions  now  confronting  the 
Interstate  Commerce  Commission  in  the  great  work  in 
which  it  is  engaged  covering  the  valuation  of  the  prop¬ 
erties  of  the  railroads  of  the  Country  and  with  the  sin¬ 
cere  desire  to  aid  in  the  correct  solution  of  the  problems 
involved.  A  number  of  the  propositions  herein  contended 
for  have  been  fully  and  ably  argued  by  other  interested 
parties.  They  are  again  discussed  to  make  plain  the 
attitude  of  the  Illinois  Commission  and  because  of  the 
fact  that  the  principles  in  question  have  not  as  yet  been 
formally  applied  to  carrier  property  in  Illinois  within 
the  boundaries  of  which  lies  a  vast  amount  of  railroad 
property.  The  method  by  which  this  property  is  to  be 
valued  by  the  Interstate  Commerce  Commission  and  the 
elements  of  value  to  be  taken  into  consideration  are  mat¬ 
ters  of  the  most  vital  importance  to  all  who,  in  one  way 
or  another,  must  pay  the  rates  which  a  given  valuation 
may  warrant.  In  the  confidence  that  only  those  rules  for 
the  valuation  of  carrier  property  will  be  laid  down  and 
only  those  elements  of  value  considered  which  will  result 
in  just  and  reasonable  rates  to  the  public,  this  Brief  and 
Arg-ument  is  respectfully  submitted. 

Edwakd  J.  Brundage, 

Attorney  General. 

George  T.  Buckingham, 
Matthew  Mills, 

Mortimer  C.  Grover, 

Assistant  Attorneys  General^ 

Of  Counsel  for  the  Public  Utili¬ 
ties  Commissio-n  of  Illinois. 
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